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WHO’S IN YOUR WALLET: EXAMINING 
HOW WASHINGTON RED TAPE IMPAIRS 
ECONOMIC FREEDOM 


Tuesday, April 8, 2014 

U.S. House of Representatives, 

Committee on Financial Services, 

Washington, D.C. 

The committee met, pursuant to notice, at 10:04 a.m., in room 
2128, Rayburn House Office Building, Hon. Jeb Hensarling [chair- 
man of the committee] presiding. 

Members present: Representatives Hensarling, King, Royce, Cap- 
ita, Garrett, Neugebauer, McHenry, Pearce, Posey, Fitzpatrick, 
Westmoreland, Luetkemeyer, Huizenga, Duffy, Hurt, Grimm, Stiv- 
ers, Stutzman, Mulvaney, Hultgren, Ross, Pittenger, Wagner, Barr, 
Cotton, Rothfus; Waters, Maloney, Sherman, Meeks, Clay, Scott, 
Green, Ellison, Himes, Peters, Sewell, Foster, Kildee, Murphy, 
Delaney, Sinema, Beatty, Heck, and Horsford. 

Chairman Hensarling. The committee will come to order. With- 
out objection, the Chair is authorized to declare a recess of the 
committee at any time. 

Before we begin our proceedings, I would like to take a moment 
and recognize the newest member of the House Financial Services 
Committee, Congressman Steven Horsford, the freshman Rep- 
resentative from Nevada’s newly created 4th District. 

I was informed that before running for office, Mr. Horsford was 
the CEO of the Culinary Academy of Las Vegas. So I wish to in- 
form my colleague that it is a longstanding tradition of this com- 
mittee that the newest member bring culinary delights for the rest 
of the members’ enjoyment. We look forward to what you will bring 
to our next hearing. 

We assume you will bring great policy and intellectual offerings 
as well as your culinary offerings to the committee. Our colleague 
served in the Nevada legislature from 2004 to 2012, where he be- 
came Nevada’s youngest and first African-American State Senate 
Majority Leader. 

I, on behalf of all of the committee, welcome him to the com- 
mittee, and I would now like to recognize the ranking member out 
of order for 1 minute to welcome our new colleague, as well. 

Ms. Waters. Thank you very much, Mr. Chairman. And of 
course, you have said much of what I was going to say. 

However, I am very happy to welcome Mr. Steven Horsford as 
the newest member of the House Financial Services Committee. 
Mr. Horsford represents Nevada’s newly created 4th Congressional 

( 1 ) 
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District. And again, I think it is important to note that he is the 
first African-American to serve in Nevada’s Federal delegation. 

Before his election to Congress, Congressman Horsford served in 
the Nevada State Senate, where he became Nevada’s youngest and 
first African-American State Senate Majority Leader. He also 
served as Chair of the Senate Committee on Finance. During his 
time at the Nevada legislature, Mr. Horsford built a reputation as 
a bipartisan legislator and a strong advocate for middle-class and 
working families. 

Then-Senator Horsford worked on legislation that slowed down 
the rate of foreclosures in Nevada, increased transparency and due 
diligence in the foreclosure filing process and helped reform unfair 
lending practices. He comes to us with demonstrated leadership ca- 
pabilities, real-world knowledge of today’s labor market, and a 
heart for serving middle-class and working-class families. He will 
be a valuable addition to this committee and I look forward to 
working with him. 

I yield back the balance of my time. 

Chairman Hensarling. The gentlelady yields back. 

I am now happy to yield, out of order, 1 minute to the gentleman 
from Nevada to tell us what he is cooking for lunch. The gentleman 
is recognized for 1 minute. 

Mr. Horsford. Thank you, Mr. Chairman, and Ranking Member 
Waters, for your kind welcome and your introduction. It is my 
honor to join the Committee on Financial Services and I am proud 
to represent the people of Nevada’s 4th Congressional District. 

Nevada, as many of you know, was hit particularly hard during 
our economic downturn, and although we have made great strides 
in rebounding, and our home values are continuing to increase, we 
still have a long way to go. Southern Nevada remains the most un- 
stable housing market in the country, and the root of many prob- 
lems facing Nevada families is that, unfortunately, many of them 
no longer feel secure in their homes. 

So I am grateful for the opportunity to serve on this committee 
and I look forward to working with my colleagues on both sides of 
the aisle to pass meaningful legislation that addresses some of the 
hardest-hit communities in our Nation, and while my previous ca- 
reer was in culinary arts and helping train and employ people in 
careers in the hospitality industry, Mr. Chairman, I was not a 
culinarian. 

I cannot cook. So I will have to cater out. But if we can pass 
some meaningful legislation, I would be happy to make sure that 
contribution is made. 

Thank you. I yield back my time. 

Chairman Hensarling. We will make sure the Member is in- 
formed of all relevant ethics rules. The gentleman yields back. 

Perhaps we can all make him feel welcome. 

[applause] 

Chairman Hensarling. Our hearing today is entitled, “Who’s in 
Your Wallet: Examining How Washington Red Tape Impairs Eco- 
nomic Freedom.” 

I now recognize myself for 4 minutes to give an opening state- 
ment. 
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Last Friday, the House debated a rather simple, common-sense 
bill requiring the Congressional Budget Office to produce long-term 
macroeconomic analysis of proposed legislation. It was strongly op- 
posed by House Democrats. 

If this bill had been law just a few years ago. Members would 
not have had to pass Obamacare to find out what is in it. They and 
the public would have known before the fact instead of after that, 
according to the Congressional Budget Office, Obamacare will re- 
sult in 2.5 million fewer jobs. Information like this should not be 
swept under the rug. 

Regrettably, something similar happened in this committee just 
last week. The Oversight and Investigations Subcommittee received 
testimony from a high-ranking CFPB whistleblower concerning se- 
rious allegations of discrimination and retaliation at the Bureau. 
Her testimony was corroborated by the CFPB’s own independent 
investigator, and both testified as to many other CFPB employees 
who have lodged these same allegations. 

What was the response from the Democratic leadership on the 
committee? They demanded the hearing be cancelled. In other 
words, the matter would regrettably be swept under the rug, hid- 
den from public view, ignored. 

Likewise, many Democrats have harshly criticized cost-benefit 
analysis, looking at the pluses and minuses of the rule, the impact 
on jobs, asking the question of whether a rule on balance helps or 
harms hardworking, struggling American families. 

The ranking member, for example, declared that legislation re- 
quiring cost-benefit analysis is dangerous. I believe what is dan- 
gerous is sweeping under the rug the mounting evidence that many 
rules promulgated under Dodd-Frank and its ideological precursor, 
the CARD Act, are harming consumers. 

The Federal Reserve now reports that one-third of Black and 
Hispanic borrowers would be hurt by the qualified mortgage (QM) 
rule. In the American Bankers Association’s most recent lending 
survey of banks, one-third of respondents said they plan to reduce 
their mortgage lending only to QM loans. Perhaps that is why QM 
is rapidly becoming known as the “quitting mortgages” rule. 

The FDIC has reported that it has become more difficult for 
lower-income Americans to access banking services because check- 
ing and savings account fees have gone up. Almost one-half of 
banks that previously offered free checking no longer do so. 

In a recent survey of banks regarding CFPB’s remittance rule, 
the ABA reported that 42 percent will now increase fees, and 18 
percent plan to stop offering the services altogether. Forty percent 
of lower-income families have reported that their credit cards have 
been cancelled, not renewed, or their limits reduced since the pas- 
sage of the CARD Act. 

Clearly, the evidence continues to mount and cannot be conven- 
iently swept under the rug. It is time for everyone to take off par- 
tisan blinders and acknowledge the truth that Washington regu- 
lators aren’t always right and more red tape is not always the solu- 
tion to every problem. It is time to hold Washington accountable. 

Frequently, I receive letters or correspondence like the following 
from a banker in Central Texas, who I think sums up the chal- 
lenges well. He wrote, “We have provided fair, honest, and competi- 
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tively priced loans and home mortgages in our market for as long 
as I have been with the bank. And for the record, we have not had 
a home foreclosure in over 25 years. 

“Currently, our ability to cope with the regulatory burden is at 
a critical stage. We are spending an unprecedented amount of time 
and resources trying to understand this process as the various 
agencies continue to draft new rules and guidance at will. Just a 
new regulation here and there and now consumer lending has be- 
come a compliance nightmare. 

“There is no time left to take care of our customers or develop 
new relationships because all of our team is busy working on com- 
pliance issues. The spirit of the law no longer exists as the regu- 
latory environment has changed from a helpful and supervisory ap- 
proach to the gotcha attitude where only the slightest issue can 
bring instant criticism to your bank. 

“Reluctantly, we are working to downsize our consumer lending 
program, especially in the small loan area. Also, due to the massive 
new regulatory focus on mortgage loans, we have suspended our 
home lending activities as of this month. This is not good news for 
our community, but we can no longer comply with the massive bur- 
den.” 

I think the letter speaks for itself. Regrettably, I receive many 
such letters, thus the subject of our hearing today. 

I now yield 5 minutes to the ranking member for an opening 
statement. 

Ms. Waters. Thank you very much. Mr. Chairman, before I pro- 
ceed with my remarks I must set the record straight and I must 
share with this committee that the Democrats did not ask for a 
cancellation of the hearing. 

We asked that the hearing be cancelled because, in fact, you had 
set out to hold the hearing based on a report that was aired in the 
American Banker. You changed the makeup of that hearing and 
you went in another direction with one individual. 

So when the CFPB decided they would not come because you had 
changed the hearing, we agreed with that, but we made the young 
lady, the lawyer, Angela Martin, very welcome, and I yielded my 
time to her so she could tell us more about the discrimination in 
the CFPB that she was claiming was being perpetrated by White 
males against African-Americans and others. 

We welcome that information and we welcome your newfound in- 
terest in doing something about discrimination. We think that this 
is a healthy direction for your side of the aisle and we are looking 
forward to a hearing that will be organized in regular order to deal 
with these issues. 

Furthermore, let me also mention that your concern about Afri- 
can-Americans and others being able to access mortgages under the 
QM rules, you need to know that one-third of banks have said they 
are satisfied with what has happened with QM in the way that the 
Consumer Financial Protection Bureau has helped to work out 
some of the problems, and one-third of the banks will now be mak- 
ing loans. 

With that, I will proceed with my statement. 

Just before Congress is set to leave town for a 2-week congres- 
sional recess, here we are again attacking regulators for their ef- 
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forts to repair the damage caused by the worst financial crisis since 
the Great Depression. This hearing, in my estimation, is nothing 
more than the latest chance for the Majority to air its ideologically- 
driven deregulatory agenda. 

And it is a continuation of the Republican quest for extreme and 
unreasonable cost-benefit requirements, which do nothing more 
than undercut the ability of our regulators to do their jobs. How 
quickly my colleagues on the other side of the aisle have forgotten 
the loss of millions of American jobs and trillions of dollars of 
household wealth caused by inadequate regulation. 

Mr. Chairman, the simple fact is that the Majority’s cost-benefit 
requirements would impose additional costs on our regulators and 
expand government bureaucracy. 

I find it ironic that we are participating in a hearing to examine 
so-called government red tape while many of my Republican col- 
leagues are pushing measures that would only serve to increase it. 
It is unfortunate that this committee continues to consider these 
measures, which are becoming a not-so-veiled effort to roll back the 
significant accomplishments of the Dodd-Frank Wall Street Reform 
Act while ignoring a number of important policy matters that need 
our attention now. 

We know the crisis was caused by dramatic failures of corporate 
governance and risk management at large, globally interconnected 
financial firms. We also know that excessive borrowing, risky in- 
vestments, and a lack of transparency throughout the financial sys- 
tem put us on the path to crisis. 

Although Washington had a role to play, it certainly was not be- 
cause regulators erred on the side of overregulation. Despite their 
collective failure to see the crisis coming before it was too late, the 
financial regulatory agencies represented before us today should be 
commended for their effort that has already put our financial sys- 
tem on more stable footing. Regulators have made important 
progress by enhancing risk-monitoring and heightening capital 
standards at the largest and most complex banks and nonbank fi- 
nancial companies. 

They have also increased cooperation and information-sharing 
among regulators of banks and nonbank financial companies, and 
they have enhanced the transparency and protections afforded to 
consumers and investors. Our regulators have also taken action to 
ease the regulatory burden for small banks and financial institu- 
tions by providing targeted relief 

I am looking forward to what the witnesses will say about ac- 
tions to continue helping these small and community-based enti- 
ties. As the number of legislative days continue to dwindle, I cer- 
tainly hope that we can come together on important issues that 
merit our serious attention. Rather than accusing Washington of 
restricting economic freedom, we should be taking up bills that 
grow our economy and create good jobs for U.S. workers. 

Mr. Chairman, this includes reauthorizing the export-import 
bank and extending the terrorism risk insurance program. Acting 
on these important measures now is imperative to ensure busi- 
nesses have the certainty they need to invest in the economy. They 
both create and sustain American jobs and have widespread bipar- 
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tisan support, including a number of Republican members of this 
committee. 

These issues desperately need our attention, and while we know 
they need to be addressed very soon, this committee has thus far 
simply refused to do so. 

I thank you, and I yield back the balance of my time. 

Chairman Hensarling. The gentlelady yields back. 

The Chair now recognizes the gentlelady from West Virginia, 
Mrs. Capita, the chairwoman of our Financial Institutions and Con- 
sumer Credit Subcommittee, for 2 minutes. 

Mrs. Capito. Thank you, Mr. Chairman. 

I would like to thank the witnesses for being here today. 

The topic for our hearing today is how regulations emanating 
from Washington are affecting Main Street. This has been a com- 
mon theme in the Financial Institutions and Consumer Credit Sub- 
committee over the past year. 

In past hearings, we have heard significant concerns from com- 
munity bankers and credit unions about how new regulations are 
removing a significant amount of discretion from underwriting con- 
sumer credit. One of the main issues we focused on are the mort- 
gage rules that the CFPB issued last January, that went into effect 
this year. 

These rules will have a tremendous impact on the Nation’s mort- 
gage market, and I feel the consumers who are most impacted by 
them and stand to lose are the low- to moderate-income borrowers. 
The hearings we have had on these mortgage rules have high- 
lighted the importance of allowing lenders to have a tremendous 
amount of flexibility in determining a borrower’s ability to repay. 

We have learned about several programs that have allowed low- 
income borrowers, who otherwise would not be able to realize the 
dream of home ownership, to purchase their own home. In my 
home State of West Virginia, I have talked extensively with bank- 
ers who work with low-income borrowers to structure tailored prod- 
ucts that would help them purchase the home. And in many, lend- 
ers have longstanding relationships with the clients that they 
serve. 

They use these relationships and their local knowledge to extend 
credit to borrowers who might otherwise not qualify. Thanks to 
their efforts, many low-income borrowers in my State now own 
homes and are working towards greater financial flexibility. Unfor- 
tunately, the CFPB rules are bringing many of these programs to 
an end. 

Many of the institutions that shared the success of these pro- 
grams targeted to low- or moderate-income borrowers also shared 
significant concerns about the one-size-fits-all nature of the CFPB 
mortgage rules. This could be a huge problem for rural commu- 
nities like those I represent in West Virginia. I have already heard 
concerns from bankers and individuals in my State that low-income 
borrowers simply will not be able to get a mortgage if they do not 
fit this qualified mortgage criteria. 

Unfortunately, this Washington-knows-best approach is not lim- 
ited to the mortgage market. The agencies before this committee 
have also taken action to limit the availability of consumer choice 
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in other ways. Many of the financial institutions that offer short- 
term loan products have now exited the business. 

I yield back to the Chair. 

Chairman Hensarling. The gentlelady yields back. 

The Chair now recognizes the gentlelady from New York, Mrs. 
Maloney, for 2 minutes. 

Mrs. Maloney. Thank you. I have a great respect for the chair- 
man, but I must take issue with his statement that the CARD Act, 
the Credit Card Reform Act, hurts consumers. There have been two 
celebrated independent reports: one from the Pew Foundation that 
said this bill alone saved consumers a whopping $10 billion a year; 
and more recently, a report from three major universities, one of 
which was New York University in my district, which said that this 
bill saved consumers $20 billion a year. I fail to understand how 
keeping money in consumers’ pockets hurts them. 

What the bill basically did is that it stopped unfair, deceptive, 
and anticompetitive practices. The regulators themselves have en- 
dorsed it. The Fed came out with a rule that was practically totally 
similar to it, thereby showing that it did not hurt the industry or 
the overall economy, and the regulators tell me that the number 
of complaints on credit cards is now practically nonexistent. 

The industry itself tells me that the number of complaints that 
they have to deal with are practically nonexistent. So I would say 
a bill that helps consumers is certainly not one that hurts them. 
And with all due respect, you are entitled, certainly, to your own 
impressions, but not your own facts. 

And if there is a disagreement on these issues I would really 
hope that the chairman would have a hearing on it. Let’s call in 
the Pew Foundation and the academics. Many consumer groups 
have given numerous awards to the bill for what it has done for 
the overall economy and in helping. It is a relief program, a stim- 
ulus program for consumers, keeping their money in their own 
pockets by stopping unfair and abusive practices. 

I would call that a success. My time has expired. 

I ask unanimous consent to put my opening statement that I pre- 
pared into the record. 

Chairman Hensarling. Without objection, it is so ordered. 

The Chair now recognizes the gentleman from New Jersey, Mr. 
Garrett, the chairman of our Capital Markets and GSEs Sub- 
committee, for 1 minute. 

Mr. Garrett. I thank the chairman for holding this very impor- 
tant and timely hearing today. These oversight hearings with the 
banking agencies are really much needed, and it is my hope that 
they will happen more frequently. 

Having these hearings and requiring the regulators to come here 
and take and then answer some of the tough questions may be the 
only way we can ensure that they retain any level of accountability 
to Congress. Dodd-Frank bestowed almost limitless powers to the 
banking regulators, and especially to the Fed. 

Unfortunately, all of these agencies continue to operate with lit- 
tle, if any, accountability. So instead of technocrats simply imple- 
menting the directives given them by Congress, these banking 
agencies now operate as policymakers on steroids, carrying out 
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their own regulatory ambitions and even blatantly, in many cases, 
clearly defying congressional directives. 

Mr. Chairman, I believe this is totally unacceptable. And given 
this lack of accountability to this Congress, I believe this Congress 
should seriously examine the appropriateness of merging and re- 
forming some of these agencies to ensure a greater level of account- 
ability to the American public and to this Congress. 

I yield back. 

Chairman Hensarling. The Chair now recognizes the gentleman 
from California, Mr. Sherman, for 2 minutes. 

Mr. Sherman. I want to associate myself with the gentlelady 
from New York and her comments on the CARD Act. 

Mr. Chairman, you will find the rest of my opening statement to 
be bipartisan and depressing at the same time. 

Perhaps coincident with my arrival here in Congress, Congress 
has descended into a dysfunction so severe that even when we 
think we are affecting public policy and passing landmark legisla- 
tion, the legislation does little more than add additional power to 
the Executive Branch agencies. 

Our most obvious method of affecting public policy is to pass leg- 
islation through this committee, which far more often than not is 
simply ignored by the other body, or passing legislation that does 
little more than extend existing programs without change. But I 
think perhaps our most important method of affecting public policy 
is by lobbying and beseeching the Executive Branch agencies and 
urging them to use their enhanced authority with wisdom. 

So I ask our witnesses to listen carefully to the advice you are 
about to hear, even if that advice is disguised in the form of a ques- 
tion. Listen carefully. 

Perhaps our advice will contain a shred of wisdom. And in any 
case, our ability to influence your decisions is perhaps the largest 
remaining shred of the once preeminent Article 1 of the United 
States Constitution. 

I yield back. 

Chairman Hensarling. The gentleman yields back. 

The Chair now recognizes gentleman from Georgia, Mr. West- 
moreland, for 1 minute. 

Mr. Westmoreland. Thank you, Mr. Chairman, and I appreciate 
you having this hearing. 

First of all, let me just recognize all the panelists and thank you 
all for being here. I have read your bios and I have noticed that 
you are all attorneys, it seems like you are all bureaucrats, and 
none of you are bankers. 

And in fact, from reading your bios, I would say that none of you 
have sat across the table from anybody wishing to borrow money. 
And I don’t understand exactly how that works that you can, in 
your professional opinion, understand what makes a good loan and 
what makes a bad loan, what makes somebody more at risk than 
somebody else that is not at risk, what makes somebody’s company 
better than somebody else’s company? 

And if you look at all the different things, the rules and regula- 
tions that you have put in place, you are not accountable to any- 
body. 
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And so I hope, Mr. Chairman, that this committee will look at 
trying to put these agencies under the Appropriations Committee 
and the appropriations process so we can at least have some say- 
so over exactly what rules and regs they make. 

I yield back. 

Chairman Hensarling. The Chair now recognizes the gentleman 
from Missouri, Mr. Luetkemeyer, for 1 minute. 

Mr. Luetkemeyer. Thank you, Mr. Chairman. 

I am incredibly concerned about the complete abuse of power by 
the regulators as they have been forcing legally operating, fully li- 
censed financial companies out of business. Regulators have admit- 
ted this is happening, and even have a name for this coordinated 
effort. It is called “Operation Choke Point.” 

Regulators have admitted this is happening and do nothing 
about it. There is no denying it. I want to read an e-mail sent by 
a banker to a longstanding client in the nondepository lending 
space. 

“Based on your performance, there is no way we shouldn’t be a 
credit provider. Our only issue is and has always been the space 
in which you operate. It has never been the service that you pro- 
vided or the way you operate. You have obviously done a brilliant 
job. It is the scrutiny that you, and now we, are under.” 

What we are seeing through Operation Choke Point and from 
these other regulators, as well as DOJ, should be a wakeup call to 
the entire Nation. I hope our witnesses can provide this committee 
with an explanation for the blanket targeting of an entire financial 
services sector. 

I yield back. 

Chairman Hensarling. The Chair now recognizes the gentleman 
from Wisconsin, Mr. Duffy, for 1 minute. 

Mr. Duffy. Thank you, Mr. Chairman. 

Congress enacted the Federal Advisory Committee Act in 1972, 
over 40 years ago, and it was to ensure that Congress and the pub- 
lic understood what was going on in these meetings, what was 
being discussed, the cost to taxpayers, to provide basic trans- 
parency. Only the CIA and the Federal Reserve, for the purposes 
of the Open Market Committee, were exempt. 

What I would like to hear is what the CFPB is doing in these 
meetings that is on par with the CIA, and why these meetings 
aren’t open to Congress and to the public. On February 26th and 
27th, I made a request to the CFPB to attend a Consumer Advisory 
Committee meeting. My staff was sent an e-mail that they — the 
CFPB — could not accommodate the Congressman’s request, mean- 
ing I couldn’t attend. 

These meetings should be open. They should be transparent. The 
public and Congress should know what is going on and I would like 
to hear more testimony on this topic. 

I yield back. 

Chairman Hensarling. The Chair now recognizes the gentlelady 
from Ohio, Mrs. Beatty, for 1 minute. 

Mrs. Beatty. Thank you, Mr. Chairman, Ranking Member 
Waters, and witnesses. 

Today’s hearing has a tricky title, but I think it is misplaced. In- 
stead of having a one-panel hearing with only General Counsels 
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from the financial regulators here to testify, we could expand the 
testimony to include the various private sector participants whose 
business models have in the past put them in the wallets of the 
American public. 

Market manipulation and predatory lending practices do not 
grow the size of the economic pie; they simply shift the pie from 
the victims to the takers. But today we are in a new day. No longer 
can credit card companies take advantage of consumers by charg- 
ing fees for services that have no value or were never received. 

Access to capital and credit from deep and liquid markets are the 
hallmarks of the American financial system, all of which were jeop- 
ardized during the financial crisis. Economic freedom, unlike these 
one-sided hearings, is about both the freedom we choose for what 
is best for our family’s finances, and the freedom to do so without 
being subject to unlawful and unfair financial practices. 

Thank you. 

Chairman Hensarling. We now welcome our witnesses. 

Ms. Meredith Fuchs is the General Counsel of the CFPB. Ms. 
Fuchs joined the Bureau in 2011, where she has also served as 
Principal Deputy General Counsel and as Chief of Staff to Director 
Cordray. 

She previously served as a staffer on the House Energy and 
Commerce Committee, and in a variety of legal positions in the pri- 
vate sector. She earned her law degree at NYU. 

Mr. Richard Osterman is the Acting General Counsel of the 
FDIC. Before joining the FDIC, Mr. Osterman represented the Fed- 
eral Home Loan Bank Board on regulatory matters, and supervised 
complex commercial litigation. He holds a law degree from the Uni- 
versity of Baltimore School of Law. 

Mr. Scott Alvarez is the General Counsel of the Board of Gov- 
ernors of the Federal Reserve System, a position he has held for 
almost a decade. His tenure at the Fed started in 1989, when he 
joined as Assistant General Counsel. He earned his law degree 
from Georgetown. 

Mr. Michael McKenna is the General Counsel of the National 
Credit Union Administration, where he has served since 1989. In 
that role, Mr. McKenna serves as the primary legal advisor to the 
NCUA board, and supervises the provision of legal advice through- 
out the agency. 

Prior to joining NCUA, Mr. McKenna served as Staff Judge Ad- 
vocate for the U.S. Army at Fort Hood. He holds a law degree from 
American University. 

Last but not least, Ms. Amy Friend is the Senior Deputy Comp- 
troller and Chief Counsel of the OCC. Ms. Friend oversees all of 
the agency’s legal activities, including legal advisory services to 
banks and examiners in enforcement and compliance activities, liti- 
gation, and legislative activities. 

Prior to her service at OCC, Ms. Friend spent time in the private 
sector, and also served as a House staffer on this committee, so we 
welcome her back. She holds a law degree from Georgetown Uni- 
versity. 

Without objection, each of your written statements will be made 
a part of the record. I believe each of you is familiar with our 
green, yellow, and red lighting system at the witness table. I would 
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remind you, when it is your turn, to actually turn your microphone 
on and pull it very close to you so that all may hear your testi- 
mony. 

I respectfully ask that each of you observe the 5-minute time al- 
location. 

Ms. Fuchs, you are now recognized for 5 minutes. 

STATEMENT OF MEREDITH FUCHS, GENERAL COUNSEL, 
CONSUMER FINANCIAL PROTECTION BUREAU (CFPB) 

Ms. Fuchs. Thank you. Chairman Hensarling, Ranking Member 
Waters, and members of the committee, thank you for the invita- 
tion to testify today on the impact of regulation on financial mar- 
kets and on consumers. My name is Meredith Fuchs and it is my 
privilege to serve as the General Counsel of the Consumer Finan- 
cial Protection Bureau. As you know, the Bureau was created as 
part of the Dodd-Frank Wall Street Reform and Consumer Protec- 
tion Act in response to the recent financial crisis. The crisis re- 
sulted in part from failures of a Federal regulatory system, includ- 
ing the fragmented responsibility for consumer financial protection. 

To address this problem. Congress created the Bureau. We are 
hard at work fulfilling the objectives that Congress set out for us, 
including ensuring that consumers have better information to 
make financial decisions, reducing unwarranted regulatory bur- 
dens, leveling the playing field for different kinds of entities offer- 
ing the same kinds of products and services, and promoting trans- 
parent and efficient markets. 

As the Dodd-Frank Act requires, the Bureau has issued regula- 
tions to strengthen the mortgage markets, to make Federal mort- 
gage disclosures easier for consumers to understand and less bur- 
densome for firms to make, and to establish standards for mort- 
gage servicing. We also have issued rules to allow us to examine 
a range of larger nonbank participants in the consumer finance 
markets. 

As we do this work, we employ a number of strategies to ensure 
that our rules are effective at protecting consumers and making 
consumer financial markets work. First, we consider the input of 
stakeholders. For example, our Office of Financial Institutions and 
Business Liaison connects the Bureau with bank and nonbank 
trade associations, financial institutions, and businesses to enhance 
collaboration and communication. 

In addition, the Bureau is the only banking regulator, and one 
of only three Federal agencies that the Small Business Regulatory 
Enforcement Fairness Act requires to convene small-business re- 
view panels. Pursuant to the Act, before we propose a rule that 
would have significant economic impact on a substantial number of 
entities, we seek input directly from small entities on the potential 
cost and potentially less burdensome alternatives. 

A second strategy that we use when considering regulation is, as 
required by the Dodd-Frank Act, to consciously consider potential 
benefits and costs and impacts of our rules to consumers and to fi- 
nancial service providers. 

Where proposed regulation would have a significant economic im- 
pact on a substantial number of small entities, our analyses under 
the Regulatory Flexibility Act consider the compliance burdens of 
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the proposal, as compared to less burdensome alternatives. More- 
over, where a proposed rule would impose disclosure, record-keep- 
ing, or information-collection requirements, the Bureau also con- 
siders the potential burden, and ways to minimize that burden, 
pursuant to the Paperwork Reduction Act. 

Third, we act deliberately to reduce existing regulatory burdens. 
For example, as part of the Bureau’s project to streamline the regu- 
lations that the agency inherited from seven different Federal 
agencies, we are working on a proposal that, if adopted, would re- 
duce the requirements and the burden of providing annual privacy 
notices in certain circumstances. 

Other examples are in my written testimony. 

Currently, we are developing a comprehensive plan to assess the 
effectiveness of the significant rules that we have adopted under 
Federal consumer financial law within 5 years of their issuance, as 
Section 1022 of the Dodd-Frank Act requires. 

Fourth, we are working to make it easier to comply with our reg- 
ulations. To that end, we have implemented a comprehensive regu- 
latory implementation program to help industry. For example, after 
we issued our new mortgage rules last January, we published 
plain-language compliance guides for small businesses and we pub- 
lished video presentations to give an overview of the rules, as well 
as a readiness guide and other implementation materials. 

In close coordination with the other regulators, we developed and 
issued exam procedures as early as practicable. In addition, we pro- 
vide oral guidance to industry participants who contact us. And 
where warranted, we have responded to stakeholder concerns by 
proposing and issuing amendments and clarifications to facilitate 
compliance with our rules and better protect consumers. There are 
examples in my written testimony. 

Of course, despite our best efforts, not everyone complies with 
the law all the time, which brings me to our fifth strategy: holding 
parties who violate the law accountable through an effective super- 
vision and enforcement program. Together, our supervision and en- 
forcement programs have returned hundreds of millions of dollars 
to injured consumers, have halted violations of the law, and have 
led companies to strengthen their compliance systems. 

Sixth and finally, the Bureau supports innovation in the market- 
place through our Project Catalyst program and our Trial Disclo- 
sure program, under which companies can provide innovative dis- 
closures or ways of delivering disclosures that are not currently 
permissible under existing regulations. 

Thank you for the opportunity to discuss the Bureau’s work with 
the committee. 

[The prepared statement of Ms. Fuchs can be found on page 101 
of the appendix.] 

Chairman Hensarling. Mr. Osterman, you are now recognized 
for 5 minutes. 

STATEMENT OF RICHARD J. OSTERMAN, JR., ACTING GEN- 
ERAL COUNSEL, FEDERAL DEPOSIT INSURANCE CORPORA- 
TION (FDIC) 

Mr. Osterman. Good morning. Chairman Hensarling, Ranking 
Member Waters, and members of the committee. I appreciate the 
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opportunity to testify today on recent regulatory activity of the 
Federal Deposit Insurance Corporation. 

Despite continuing challenges for the banking industry, our regu- 
latory activity is taking place in a gradually improving environ- 
ment for banks of all sizes. Annual earnings in the industry have 
increased for the past 4 years; balance sheets have also improved. 

As the industry has recovered, the Deposit Insurance Fund (DIF) 
has moved into a stronger financial position, from negative $20.9 
billion at the end of 2009, to $47.2 billion at the end of 2013. And 
we remain on track to reach our statutorily required reserve ratio 
by 2020. 

The number of problem banks has shrunk from a high of 888 in 
March of 2011 to 467 as of December 2013. 

The number of bank failures also has been declining steadily. In 
2013, there were only 24 bank failures, compared to the peak of 
157 in 2010. 

As the condition of the banking industry has improved, the total 
number of FDIC enforcement actions, both formal and informal, 
has decreased. Last year, enforcement actions decreased by 27 per- 
cent, and for the first time since 2008, the total number of enforce- 
ment actions terminated outpaced the number initiated. 

With the industry recovering, the FDIC continues to work on reg- 
ulatory improvements designed to address the causes of the finan- 
cial crisis. Last year, the FDIC joined with the Federal Reserve and 
the OCC in issuing rules that significantly revise and strengthen 
risk-based capital regulations through implementation of the Basel 
III international accord. 

The agencies are currently finalizing an enhanced supplementary 
leverage ratio regulation that will significantly revise and strength- 
en the leverage capital requirements for the eight largest bank 
holding companies and their insured banks. The FDIC Board has 
scheduled a vote on a final rule later today. These higher capital 
requirements will help offset systemic risk and provide an addi- 
tional private capital buffer before the DIF is put at risk. 

In response to the significant liquidity problems experienced dur- 
ing the crisis, in October 2013 the banking agencies issued an NPR 
to implement a quantitative liquidity requirement consistent with 
the liquidity standards developed by the Basel Committee. The 
agencies are in the process of reviewing more than 100 comments 
received. 

The FDIC and five other agencies also issued a second notice of 
proposed rulemaking to implement Section 941 of Dodd-Frank, 
which requires the sponsor of any asset-backed security to retain 
an economic interest equal to at least 5 percent of the aggregate 
credit risk of the collateral. 

Before issuing the final rule, the agencies will give full consider- 
ation to all issues raised by stakeholders in their meetings with 
agency staff as well as 200 comment letters. Also, the FDIC and 
the Federal Reserve are currently reviewing the revised resolution 
plans required under Title I of Dodd-Frank Act for the largest, 
most systemically significant financial institutions under standards 
established under the statute. 

When proposing a new rule, the FDIC considers the least costly 
options for achieving the public purpose of the rule. The FDIC pro- 
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vides the public with a notice of proposed rulemaking, an oppor- 
tunity to submit comments, including comments on potential effects 
on financial institutions and consumers. The FDIC then carefully 
considers all comments submitted, weighs the impact of the pro- 
posed rule, and frequently makes changes in the final rule to ad- 
dress issues raised during the comment period. 

The regulatory approach followed by the FDIC is intended to im- 
plement the statutes enacted by Congress. Rather than prohibiting 
financial products or services, the FIIIC seeks to ensure that they 
are offered to consumers consistent with safe and sound banking 
practices. 

As the primary Federal regulator for the majority of smaller in- 
stitutions, the FDIC is keenly aware of the challenges facing com- 
munity banks. In the rulemaking process, particular attention is fo- 
cused on the impact that a regulation might have on small institu- 
tions and whether there are targeted alternatives that would mini- 
mize any burden. In both the final Volcker Rule and the Basel rule- 
making, the banking agencies made several changes to the final 
regulations to address issues raised by community banks. 

To address community bank concerns about the examination 
process, the FDIC has implemented a number of improvements to 
our procedures, particularly the pre-exam process, to help make ex- 
aminations less intrusive and more efficient. We are providing 
technical assistance to help institutions with their compliance. 

Mr. Chairman, this concludes my remarks. I would be glad to re- 
spond to your questions. Thank you. 

[The prepared statement of Mr. Osterman can be found on page 
120 of the appendix.] 

Chairman Hensarling. Mr. Alvarez, you are now recognized for 
5 minutes. 

STATEMENT OF SCOTT G. ALVAREZ, GENERAL COUNSEL, 
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. Alvarez. Thank you. Chairman Hensarling, Ranking Mem- 
ber Waters, and members of the committee. I appreciate the oppor- 
tunity to testify on recent rulemakings and other actions by the 
Federal Reserve. 

The Federal Reserve is committed to strengthening the safety 
and soundness of the financial institutions it supervises so that 
these companies have the ability to meet their financial obligations 
and continue to make a broad variety of financial products and 
services available to households and businesses even in times of 
economic difficulty. 

The Federal Reserve has made significant progress in imple- 
menting the Dodd-Frank Act reforms designed to improve the resil- 
iency of financial firms and the system as a whole. At the same 
time, we recognize that regulatory compliance can impose a dis- 
proportionate burden on community banking organizations. 

Community banking organizations tend to lend in neighborhoods 
where the institution’s depositors live and work, making them im- 
portant sources of credit in their local communities. The Federal 
Reserve has strived and will continue to strive to ensure that its 
regulations and supervisory framework are not unnecessarily bur- 
densome for community banking organizations so they can continue 
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to perform their important functions in a safe and sound manner 
in local communities. 

To achieve the goal of strengthening the quality and quantity of 
bank capital without imposing unnecessary burden, the Federal 
Reserve, in several recent rulemakings, made changes to address 
concerns raised by public commenters, designed, in particular, to 
reduce burden on community banking organizations. Many of the 
Basel III requirements will not apply to smaller banking organiza- 
tions. The Federal Reserve and the other banking regulators also 
issued a community bank guide to the new capital rules to help 
noncomplex banking organizations understand the applicability of 
the new rules to their operations. 

Similarly, last month the Federal Reserve published the results 
of its annual stress test, which demonstrated that the largest bank- 
ing institutions in the United States are collectively much better 
positioned to continue to lend to households and businesses and to 
meet their financial commitments in a severe economic downturn 
than they were 5 years ago. 

Overall, this exercise has resulted in the 18 largest banking 
firms increasing their tier one common equity by more than $500 
billion since 2008. That means that the strongest form of loss-ab- 
sorbing capital at the largest banking firms has more than doubled 
since the financial crisis. 

Since enactment of the Dodd-Frank Act, the Federal Reserve has 
also completed a number of supervisory rulemakings, including 
adopting final rules that establish enhanced prudential standards 
for large banking organizations and rules that require large bank- 
ing organizations annually to file plans to facilitate their resolution 
in bankruptcy. 

Today, the Board will deliberate on whether to finalize a rule- 
making regarding a proposed supplementary leverage ratio for 
large banking organizations. None of these rules apply to commu- 
nity banking organizations. 

To become informed about the benefits and costs of a regulatory 
proposal, the Federal Reserve often collects information directly 
from those that we expect would be affected prior to designing the 
proposal. We also specifically seek comment on the costs and bene- 
fits of our proposed approach, invite comment on alternative ap- 
proaches, and provide the public a minimum of 60 days to comment 
on all significant rulemaking proposals. 

In adopting a final rule, we seek to adopt the approach that 
faithfully reflects the underlying statutory provisions while mini- 
mizing regulatory burden. We typically follow this same process of 
seeking and learning from public comment when issuing super- 
visory guidance even though we are not required to follow that 
process under the Administrative Procedures Act. 

The Federal Reserve has made significant progress in imple- 
menting the Dodd-Frank Act and other measures designed to im- 
prove the resiliency of banking organizations and the financial sys- 
tem. 

I thank you for the opportunity to be here, and I will do my best 
to answer your questions. 

[The prepared statement of Mr. Alvarez can be found on page 69 
of the appendix.] 
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Chairman Hensarling. Mr. McKenna, you are now recognized 
for 5 minutes. 

STATEMENT OF MICHAEL J. MCKENNA, GENERAL COUNSEL, 
NATIONAL CREDIT UNION ADMINISTRATION (NCUA) 

Mr. McKenna. Thank you, Chairman Hensarling, Ranking Mem- 
ber Waters, and members of the committee. 

The National Credit Union Administration appreciates the invi- 
tation to testify about the agency’s recent regulatory and super- 
visory activities. As a starting point, I want to emphasize that 
NCUA understands the need to strike a proper balance between 
implementing the safety and soundness considerations required by 
the Federal Credit Union Act and minimizing the bottom-line im- 
pact for the credit unions we regulate and insure. 

NCUA has a tailored program designed to mitigate compliance 
costs and improve the examination process for all credit unions. 
Rather than adopting one-size-fits-all regulations, NCUA also tar- 
gets agency’s rules to risks and asset size. NCUA strives to ensure 
that the agency’s rulemakings are reasonable and cost-effective. 

The benefits associated with NCUA’s rules primarily derive from 
addressing and mitigating safety and soundness risks in order to 
reduce the likelihood of credit union failures. By mitigating fail- 
ures, NCUA protects the National Credit Union Share Insurance 
Fund, and in doing so, limits the financial burdens placed on the 
surviving credit unions that would bear the cost of failure. 

In looking at compliance issues, many of the complaints raised 
by credit unions stem from laws like the Bank Secrecy Act or other 
requirements of other regulators. In such cases, NCUA has no abil- 
ity to provide regulatory relief 

That said, NCUA does work to reduce regulatory burdens where 
possible for the rules it issues. However, as we learned from the 
recent financial crisis, sometimes the cost of regulatory inaction 
can be greater than the cost of action. 

Since 1987, NCUA has followed a deliberate process to contin- 
ually review the agency’s rules on a rolling basis. This unique pol- 
icy requires NCUA to review all of its rules every 3 years. It also 
ensures that NCUA’s rules are up to date and reflect current reali- 
ties. 

Recognizing the changing financial services environment, NCUA 
Board Chairman Debbie Matz announced the agency’s Regulatory 
Modernization Initiative in 2011. Under this initiative, NCUA is 
working to streamline and update the agency’s regulatory frame- 
work. 

Additionally, NCUA is developing targeted standards that ad- 
dress high-risk activities. Through this initiative, the NCUA board 
has approved four targeted rules to mitigate risk and six rules to 
cut regulatory burdens. 

One rule that I want to highlight is NCUA’s final rule on the def- 
inition of a small credit union. At the start of 2013, the NCUA 
board raised the threshold for a small credit union from $10 million 
to $50 million in assets and under. As a result of this change, two- 
thirds of federally-insured credit unions are exempted from regu- 
latory requirements not suitable for small, noncomplex credit 
unions. 
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Additionally, 2,270 credit unions became eligible for assistance 
from NCUA’s Office of Small Credit Union Initiatives, including ac- 
cess to free training sessions and consulting services. 

NCUA is affirmatively reducing the regulatory burden of two- 
thirds of the institutions we regulate and is proactively providing 
them assistance to help them grow and prosper. 

NCUA initiates rulemaking as a result of five factors. NCUA 
issues safety and soundness rules to address the lessons learned 
during the financial crisis or mitigate growing potential risks. 
NCUA also acts on rules when required by Congress, as was the 
case with the Dodd-Frank Act. 

Additionally, the agency adopts rules in response to rec- 
ommendations of the U.S. Government Accountability Office and 
NCUA’s Inspector General, such as the proposed risk-based capital 
rule released earlier this year. 

Often, NCUA issues rules to cut regulatory burdens or increase 
powers. Finally, NCUA modifies rules to address technical issues 
and provide greater clarity. 

Since the start of 2013, the NCUA board has approved 17 final 
rules. Of these, one was required by the Dodd-Frank Act, five pro- 
vided regulatory relief, four addressed safety and soundness mat- 
ters, and the remaining seven rules were technical in nature. 

In other words, 70 percent of NCUA’s recent final rules have pro- 
vided regulatory relief or greater clarity without imposing new 
compliance costs. 

In closing, NCUA remains committed to continuing its rolling 3- 
year review of the agency’s rules and finishing the Regulatory Mod- 
ernization Initiative. We are also committed to working with Con- 
gress and other stakeholders to explore additional ways to address 
remaining concerns about NCUA’s rules and the examination proc- 
ess. 

I look forward to your questions. 

[The prepared statement of Mr. McKenna can be found on page 
107 of the appendix.] 

Chairman Hensarling. And Ms. Friend, you are now recognized 
for 5 minutes. 

STATEMENT OF AMY S. FRIEND, SENIOR DEPUTY COMP- 
TROLLER AND CHIEF COUNSEL, OFFICE OF THE COMP- 
TROLLER OF THE CURRENCY (OCC) 

Ms. Friend. Thank you, Mr. Chairman. 

Chairman Hensarling, Ranking Member Waters, and members of 
the committee, thank you for the opportunity to appear before you 
today to discuss our bank supervision, enforcement, and regulatory 
program. 

The OCC supervises more than 1,700 national banks and Federal 
savings associations ranging in size from community banks with 
less than $100 million in assets, to large, complex financial institu- 
tions with more than a trillion dollars in assets. 

Since the financial crisis, the banks we supervise have made 
great strides in repairing their balance sheets through stronger 
capital, improved liquidity, and the timely recognition and resolu- 
tion of problem loans. We have a robust process for developing reg- 
ulations and guidance that serve our safety and soundness mission 
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and also seeks to minimize the compliance burdens on supervised 
institutions, particularly community national banks and Federal 
savings associations. 

We believe it is important to tailor all rules and guidance to the 
size of the institution and the complexity of its activities whenever 
possible. Community banks have different business models and 
more limited resources than larger banks. Therefore, we consider 
those differences as we write rules and guidance. 

For example, in a number of recent rulemakings, such as our 
lending limits rule and the interagency Volcker Rulemaking, we 
streamlined compliance requirements for community institutions. 

We now also specifically highlight the key aspects of each new 
rule or piece of guidance that applies to community banks and 
thrifts. This highlight, in the form of a text box in the bulletin that 
accompanies each new issuance, notifies community institutions 
whether they even need to read the issuance. 

And in the case of more complex rulemakings, we have provided 
summary materials. For the new domestic capital rule, for exam- 
ple, we provided a concise two-page summary that gave community 
banks and thrifts the information they needed in a manageable 
form. 

Since the financial crisis, along with strengthening the overall 
national banking and Federal thrift system, our priority has been 
to minimize burden to community banks so they can devote more 
of their time to serving their customers. 

We take seriously the effect of our issuances on the public and 
private sectors of the economy. Towards this end, the OCC assesses 
the economic impact of our proposed and final rules. 

When our analysis indicates that a rule will have an economi- 
cally significant impact, we also prepare a more detailed economic 
assessment. That assessment includes a comparison to a baseline 
and consideration of one or more alternative approaches. 

In addition to these analyses, the OCC and other Federal bank- 
ing agencies are currently engaged in a wide-scale review to iden- 
tify outdated or otherwise unnecessary regulations. 

The Economic Growth and Regulatory Paperwork Reduction Act 
requires this review every 10 years. As Chair of the legal advisory 
group of the Federal Financial Institutions Examination Council 
(FFIEC), I have been tasked with coordinating this joint regulatory 
review. 

The review provides the FFIEC, the agencies, and the public 
with an opportunity to identify and target regulatory changes to re- 
duce burden on community institutions. We expect to publish the 
first Economic Growth and Regulatory Paperwork Reduction Act 
(EGRPRA) notice in the very near future, and we will specifically 
ask the public to consider this issue. 

While we are mindful of the challenges facing banks today, we 
also recognize that businesses and consumers need access to credit 
through a variety of products. Although the OCC does not deter- 
mine the specific types or terms of consumer products or services 
that banks offer, we expect the institutions we supervise to care- 
fully evaluate the risks their products may pose both to the banks 
and to their customers. 
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From time to time, we have identified products that present sub- 
stantial safety and soundness or consumer protection issues and we 
have issued guidance to address those concerns. On the other hand, 
we have seen a variety of properly structured products that provide 
consumers a safe and affordable means of meeting their financial 
objectives, and we support innovation by the industry to develop 
and make those products available. 

Thank you again for the opportunity to appear, and I will be 
happy to answer your questions. 

[The prepared statement of Ms. Friend can be found on page 81 
of the appendix.] 

Chairman Hensarling. Thank you. 

The Chair now recognizes himself for 5 minutes. 

Ms. Fuchs, approximately a year ago the CFPB issued its en- 
forcement bulletin entitled, “Indirect Auto Lending and Compliance 
with the Equal Credit Opportunity Act.” I assume you are well fa- 
miliar with that bulletin? 

In the intervening year, I am aware of at least seven different 
letters that have gone to Director Cordray that I somewhat assume 
ended up on your desk, signed by almost 100 Members of Congress, 
both Senators and Congressmen, both Republicans and Democrats, 
all seeking the same information, and that is CFPB’s methodology 
in identifying different groups of consumers, the factors it is hold- 
ing constant to ensure its findings of pricing differentials are at- 
tributable to the consumer’s background, and the numerical thresh- 
old with which the Bureau determines so-called disparate impact. 

In the intervening year, notwithstanding Director Cordray’s pub- 
lic pronouncements that the CFPB would be transparent, we have 
yet to receive this information. Clearly, you are using some stand- 
ard, since there was an enforcement action with respect to Allied 
Bank, so when does the CFPB intend on making this information 
public in explaining its methodology in regression analysis? 

Ms. Fuchs. Mr. Chairman, thank you for your question. 

The CFPB has been engaged in a regular dialogue with com- 
mittee staff about this information, and I know that about 2 weeks 
ago committee staff did meet with CFPB employees, CFPB staff, 
and go through the work that we had done with respect to the Al- 
lied matter, including — 

Chairman Hensarling. But Ms. Fuchs, with respect to those 
who have to live under the standard, doesn’t this standard not only 
have to be — doesn’t this need to be made public? 

Ms. Fuchs. The CFPB has talked about the methodology that it 
is using in connection with these auto investigations. We are also 
engaged — 

Chairman Hensarling. Have you specifically answered, though, 
the questions that have been posed by the Members of Congress? 

Ms. Fuchs. To some extent, in these matters, the methodology 
will vary depending on the business model of each individual insti- 
tution that we are engaged in either supervision or investigation of. 
And so there is not a one-size-fits-all process — 

Chairman Hensarling. Then, how is an indirect lender supposed 
to comply if all of this comes down to individual cases? Why isn’t 
it to be observed that you are engaged in a de facto rulemaking 
without actually following the rulemaking process? 
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So, if there is something — if there is some standard by which 
these people are being held, why is there a rulemaking to amend 
Reg B? 

Ms. Fuchs. The CFPB, when it is looking at indirect auto lend- 
ing, is looking at it in much the same way as other regulators have 
looked at it. We do look at whether there are disparities that re- 
quire any action, and then in the course of that — if we are in the 
middle of an investigation or an exam, we — 

Chairman Hensarling. So is there a methodology? Is there a nu- 
merical threshold? How is a bank supposed to comply? 

Ms. Fuchs. As I mentioned, it varies somewhat from matter to 
matter because of the business model of each individual lender that 
we may be looking at. However, we have been engaged in a con- 
stant discussion with your staff about this, and we walked your 
staff through our methodology a week or so ago so they would have 
an opportunity to ask questions and review how we approached — 

Chairman Hensarling. I have to tell you, Ms. Fuchs, and I know 
that you are not personally responsible here, but for an agency that 
is supposed to be policing abusive practices, to essentially engage 
in de facto rulemaking without engaging in de jure rulemaking, 
strikes me as an abusive practice, and I would hope that the agen- 
cy would go back and reflect upon their actions, and answer the 
questions of Members of Congress on both sides of the Capitol, on 
both sides of the aisle. 

Now, in the time I have remaining, Ms. Fuchs, I guess you are 
also quite aware of the purpose of our hearing last week dealing 
with an American Banker article that revealed disparities in the 
ratings employees have received in the Bureau’s annual employee 
review process. Can I assume that you are familiar with the Amer- 
ican Banker article? 

Ms. Fuchs. Yes, sir. 

Chairman Hensarling. Does the CFPB take issue with the data 
that was presented in the American Banker article? Do you refute 
the statistics? 

Ms. Fuchs. Mr. Chairman, I see the time has expired. May I re- 
spond? 

Chairman Hensarling. You may respond. 

Ms. Fuchs. The CFPB takes the data that was reported in the 
American Banker article very seriously. The CFPB itself has been 
evaluating its performance management system, and thus collected 
the data that was provided to the American Banker. 

When we saw that there were concerns, we addressed this 
proactively with the National Treasury Employees Union, which is 
the labor union that represents the single bargaining unit at the 
CFPB, because we are in a process of negotiating our first collec- 
tive bargaining agreement. And as you can imagine, performance 
management is an issue of great concern to that collective bar- 
gaining agreement. 

So we are affirmatively trying to address the disparities that 
were talked about in the — 

Chairman Hensarling. Ms. Fuchs, I am now well over my time. 
I just would say you certainly create the impression that you are 
trying to impose a standard upon others that you are incapable of 
living under yourself. 
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The ranking member is recognized for 5 minutes. 

Ms. Waters. Thank you very much, Mr. Chairman. 

Although the Dodd-Frank Act included an extensive number of 
provisions designed to reduce regulatory burdens for community 
banks and credit unions, I have continued to hear from a number 
of institutions over the past year that additional relief is needed. 

In fact, over the past year. Members on our side of the aisle have 
worked hard to solicit the concerns and understand the unique 
challenges faced by smaller financial institutions in order to see 
whether there was a way for the Congress and the regulators to 
provide some relief. 

Despite our best efforts to come up with legislation that would 
create relief in a responsible manner, these efforts would appear to 
have fallen on deaf ears here in the Financial Services Committee. 

Given this, I would like to know, what about the specific con- 
cerns you are hearing from the small institutions you regulate? 
How do you incorporate the unique concerns of community banks 
and financial institutions into your rulemaking? What types of re- 
sources are available to small institutions to ensure they are in- 
formed of their legal obligations as part of any rules that your 
agencies promulgate? 

Since you have already started, Ms. Fuchs, let’s start with Mr. 
Osterman. 

Mr. Osterman. Thank you for your question. 

At the FDIC, we look at the impact of potential regulations and 
rules on community banks. First off, in terms of the examination 
process, while with the larger institutions there is continuous ex- 
amination, with the smaller institutions, the time between exami- 
nations can run from 12 months to 18 months. 

And we actually did a community banking study last year, and 
in that we determined that the community banking model con- 
tinues to be a very viable and important one in terms of making 
loans to communities. 

What we have done, as we mentioned in our opening remarks on 
the Basel rulemaking, is we actually exempted community banks 
from certain provisions. That also happened in Volcker. 

And in connection with financial institution letters, we actually 
put on the top of those whether they apply to institutions of a bil- 
lion dollars or less so that community banks can easily find that 
information and avoid dealing with tons of paper. We also have cre- 
ated Webinars for community bankers to provide them technical 
assistance. 

So, there are many things that we have done and we are open 
to continuing to try to support the community banking model. 

Ms. Waters. Mr. Alvarez? 

Mr. Alvarez. Yes, Congresswoman Waters. We do many of the 
same things that the FDIC and the OCC do in outreach to the com- 
munity banks to make sure that we understand their concerns and 
we take them into account in our rulemaking processes. We also 
prepare small bank compliance guides with our major rulemakings 
to provide simple guidance about how to comply with the rules. 

We also have formed 12 community depository institution coun- 
cils, one in each of our reserve bank districts. We consult with 
these councils about the rules that we put forward and the regu- 
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latory burden associated with our supervision. One representative 
from each of those 12 councils sits on a national council that meets 
with our Board of Governors on a regular basis to, again, raise 
issues about supervision of small institutions. 

So we try our best to, wherever possible under the statute, give 
room to small institutions. 

Ms. Waters. Mr. McKenna? 

Mr. McKenna. Thank you. Congresswoman Waters. 

Our small credit union office assists credit unions with assets 
less than $50 million, and we have a rulemaking program that we 
always look for credit unions under $50 million to see if they can 
be exempt for our rulemaking or have less burdensome rules. In 
fact, when we did a final rule on emergency liquidity and interest 
rate risk policy, on those two rules, the standards and require- 
ments for small credit unions were less. 

We have a proposed risk-based capital rule, and credit unions 
under $50 million would not be subject to that. So we are always 
looking to target our rules and to try to exempt small credit unions 
when we can. 

Ms. Waters. Ms. Friend? 

Ms. Friend. Congresswoman, in addition to the capital rules and 
the Volcker Rules that my colleagues talked about, the OCC re- 
cently issued a lending limits rule under the Dodd-Frank Act that 
sought to take into account derivatives exposures, and they are in 
response to comments and meetings that we had with community 
banks. We gave them an easy lookup table, the methodology that 
was much more tailored to them, as well as exempting a number 
of transactions that they are usually involved in. 

So we also go the extra mile to try to accommodate the concerns 
we hear from community banks through our regulations and our 
issuances. 

Ms. Waters. Thank you all so very much. You are doing a great 
job. 

Chairman Hensarling. The Chair now recognizes the gentleman 
from Texas, Mr. Neugebauer, chairman of our Housing and Insur- 
ance Subcommittee, for 5 minutes. 

Mr. Neugebauer. Thank you, Mr. Chairman, and thank you for 
having this important hearing. 

Ms. Fuchs, I am going to go back to some questioning that the 
chairman — and I want to go from a little bit different angle. Obvi- 
ously, we are all very concerned about the lack of transparency, the 
lack of responsiveness to the agency on this issue of the car dealers 
that are brought up about this compliance issue, but here is what 
we need to think about that: I don’t think you want to be respon- 
sible for keeping that single mom with two kids who is working two 
jobs from being able to get a car loan so that she can get to and 
from work and to take her kids to school. You don’t want to be re- 
sponsible for that, do you? 

Ms. Fuchs. No, sir. 

Mr. Neugebauer. But you see, that is what is going on right 
now is that the uncertainty that your agency is creating — I have 
had an opportunity to sit down with a number of car dealers, and 
basically the way that works is that people come in their dealer- 
ships needing transportation, but what is going to happen right 
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now, with the fact that people don’t really know what the clear 
lines are, is that people who need a car, need transportation, may 
not go away with it because maybe she is just — that single mom 
is just recently divorced and she has a little bit of a blemish on her 
credit report. 

And so they need to put her — may possibly recommend that she 
go with a different financing option that lots of dealers, quite hon- 
estly, tell me that they are very concerned about steering people to 
where they can complete the transaction. 

And so what is going to happen is that only the people with real- 
ly good credit and who are within the lines, whether it be a car or 
a mortgage or any other type of financial transaction, we are begin- 
ning to take away the choices that consumers have. And if that is 
the kind of consumer protection that you are providing to con- 
sumers, I think they don’t want any more of it. 

So I just — I think that you all need to come clean on how you 
are determining this so everybody knows what the lines look like, 
because the fact that the lines aren’t clear right now is, I think, 
damaging and creating an inability for some people to access some 
of our capital markets and get much-needed credit. 

I want to go to Mr. Alvarez. 

The Financial Stability Board (FSB) recently issued mandates to 
the International Association of Insurance Supervisors (lAIS) to de- 
velop global capital standards for insurers, something not sup- 
ported by our own State regulators. What objective evidence was 
relied on to support this mandate, and what cost-benefit analysis 
was done by you or the FSB or any of the other people supporting 
this mandate? 

Mr. Alvarez. Congressman, as you pointed out, this is some- 
thing being done by the FSB, which is not the Federal Reserve. 

Mr. Neugebauer. I understand. 

Mr. Alvarez. And we were only recently granted a seat on the 
lAIS, which is the international insurance review body. So we have 
not begun — we are now beginning to participate in it; we have not 
yet been part of the meetings. 

So we will be learning about this process and participate in this 
process. We look forward to working — we have a very good working 
relationship with the State insurance commissioners and we will 
continue that relationship and work well with them on the inter- 
national front. 

Mr. Neugebauer. Is this something that the Fed supports, 
though? Do you support developing international standards to im- 
pose on domestic insurance companies? 

Mr. Alvarez. I think the effort is designed to make sure that 
global systemically important insurance companies, of which there 
will no more than a handful, are held to standards that ensure that 
they don’t create systemic risk and that there is a competitive sort 
of level playing field internationally for those largest of insurance 
companies. 

That is something that we think is worth exploring. We have no 
predetermined idea on how to do that, so — 

Mr. Neugebauer. So what would be a way that the Fed would 
work with the State regulators and the domestic insurance compa- 
nies to get their input on this issue? Because I think one of the 
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things I hear from a number of them is that they don’t feel like 
they really, in many cases, have a seat at the table and some of 
these discussions aren’t very transparent. 

Mr. Alvarez. Understood. And so we meet quite regularly with — 
the Federal Reserve has just gotten responsibility under the Dodd- 
Frank Act for supervising designated systemically important insti- 
tutions, a couple of which include insurance companies and savings 
and loan holding companies, which include a number of insurance 
companies. 

So we have begun discussions with insurance companies directly 
to understand their business model, to understand the capital re- 
gime that they are under, the supervisory regime they are under. 
We also meet with the NAIC, and in particular certain lead insur- 
ance regulators, to understand the framework. We want to be edu- 
cated there. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from New York, Mr. 
Meeks, the ranking member of our Financial Institutions Sub- 
committee. 

Mr. Meeks. Thank you, Mr. Chairman. 

I didn’t get a chance to make an opening statement, but I want 
to thank all of you for what you do. I think it is tremendously im- 
portant. 

After the crisis, we knew we had to do better, and that is what 
Dodd-Frank was all about. And I appreciate the work that you are 
doing. We should learn from those crises and try to make sure we 
do better. 

I have heard, and I am sure you have heard a lot about the detri- 
mental impacts of one-size-fits-all regulations or banking super- 
vision. And that has been particularly devastating for community 
banks and credit unions. And all of your structures, or all of you 
in your leadership structures, have an office or a council or a com- 
mittee that is exclusively dedicated to community banking issues 
for small and mid-sized financial institutions. 

However, the U.S. Treasury, which plays a major role in setting 
economic policy and financial and banking policies, which often 
have to regulate, does not have such an office. And they have all 
sizes — this one-size-fits-all has been devastating, as you know, be- 
cause of the number of community and financial institutions that 
keep failing due to regulatory burdens. 

I am working on a piece of legislation that would direct the U.S. 
Treasury to reassign one of its Assistant Secretaries to community 
financial institutions so that we have properly calibrated policies 
that are appropriate to their business model and environment. 

So my question is, do you agree with me that we need to make 
sure that we have appropriate banking policies and supervision 
that are properly calibrated to the needs and business models of 
community financial institutions? 

I guess I will first address that to Mr. Alvarez. 

Mr. Alvarez. We do believe that regulation should fit the activi- 
ties and the complexity and the size of the organization. In fact, as 
I mentioned, we have set up several councils to try to make sure 
we understand and have input from community banks in particular 
about the rules that we design. And we seek public comment al- 
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ways on alternative approaches that reduce burdens, especially for 
community — 

Mr. Meeks. And Treasury should follow that rule, don’t you 
think? 

Mr. Alvarez. Treasury doesn’t have a direct supervisory role, as 
we do, so I don’t know why they — 

Mr. Meeks. I am just saying a role of having — making sure that 
we don’t have one-size-fits-all, that they should have someone who 
can focus on the rules and regulations on small and community 
banks and credit unions so that they are not mixed in with the 
super big. That would make sense. Doesn’t that make sense to you? 

Mr. Alvarez. It makes sense to me. 

Mr. Meeks. Yes. 

You too, Ms. Friend? 

Ms. Friend. Congressman, I definitely agree that one-size-fits-all 
is not the way to go. And we have taken action to make sure that 
doesn’t happen wherever we can. 

Mr. Meeks. Thank you. 

And I would assume — I don’t think anybody really disagrees with 
me on that point, right? Okay. Silence. Okay. 

Let me ask Mr. Osterman this question — and this might not be 
the case in other States, but I know it affects my State of New 
York. Number one, I, like you, want to make sure that we get rid 
of any — and eliminate any illegal payday lenders that are in New 
York and elsewhere. I want to make sure that those are illegal. We 
want to get rid of all of those folks, those that are hurting people 
in that regard. 

But I also want to make sure that we don’t throw the baby out 
with the bath water in that if you have someone that is legal and 
doing good work, that we eliminate them. That is starting to take 
place in New York with some of the check cashers. 

For example, I was recently told that Capital One Bank notified 
all of its check-cashing companies that it was terminating their 
bank accounts and that Cap One happens to be banking more than 
half of all the New York check-cashing companies. Now they are 
scrambling, they are trying to find some other banks, but if they 
don’t, they will go out of business. And that is particularly con- 
cerning to me because I know, for example, when I lived in public 
housing, my parents paid their rent through the check-cashing 
places. 

So my question to you is, how can you assure me that your ef- 
forts to make sure that we are cutting out the illegal businesses 
is not causing legal businesses to be denied banking services? And 
are these businesses — will they be able to find other accounts in 
the future, provided they can assure that they are legal and oper- 
ating within compliance of the appropriate rules and regulations? 

Mr. Osterman. Thank you for your question. The FDIC’s efforts 
are really focused on making sure that institutions are aware of 
the risks associated with working with third-party payment proc- 
essors and high-risk merchants and making sure that they take ap- 
propriate action. We have actually put out a policy statement that 
indicates that as long as financial institutions properly manage 
these relationships and risks, they are neither prohibited nor dis- 
couraged from providing payment processing services. 



26 


And in fact, I noted that in the American Banker this morning, 
there was an article regarding the fact that the payments industry 
is looking at ways to try to address the concerns that have been 
raised, so they can work with the banks. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from New Jersey, Mr. 
Garrett, the chairman of our Capital Markets and GSEs Sub- 
committee, for 5 minutes. 

Mr. Garrett. Thanks, Mr. Chairman. 

You know, 2 months ago this committee held a hearing with the 
principals of various agencies before us dealing with the CLO mar- 
ket and the consequences of the Volcker Rule as it is being imple- 
mented. Now, 2 months later and the night before our hearing 
today, we have seen come out somewhat of a half-baked proposal 
to try to solve this problem by the regulators. 

The issues dealing with the CLO are extremely important, and 
it is becoming clear to me that besides this particular issue, but the 
way that this issue and other issues are being handled, it has be- 
come clear to me that the banking regulators that are before us ba- 
sically have a contempt for the American public and this Congress 
in the manner that they handle it. 

Let me begin with Ms. Friend. As a former top Senate Banking 
staffer, I would assume that you have a firm foundation on the no- 
tion that the financial regulatory community is acting under the 
auspices and the authority given to it by Congress. I know that you 
helped write much of Dodd-Frank. 

And let me then refer you to some of the statutory language and 
others in the Volcker Rule, under rules of constructions, that said, 
“Nothing in this section shall be construed to limit or restrict the 
ability of a banking entity or a nonbank financial company by the 
board to sell or securitize loans in a manner otherwise permitted 
by law.” 

Also, a study was done in the FSOC study on the Volcker Rule. 
It said, “The creation and securitization of loans is a basic and crit- 
ical mechanism of capital formation. Congress determined that 
none of the restrictions of the Volcker Rule or its backstops will 
apply to the sale or securitization of loans.” 

It seems amazingly clear to me what the intent of Congress was, 
but apparently, it was not amazingly clear to the regulators. 

I guess my question is, if the banking regulator is not up to it 
as far as following the clear rule of the law that Congress passes, 
and if they are not up to following their own studies and interpre- 
tation of that law, should the Congress rethink granting all the 
power to the regulators, or should we do something else to hold the 
regulators accountable when they cannot follow the rule of law? 

Ms. Friend. The CLOs that are at issue are loans, but they are 
also debt and equity, and so the way we issue the regulation, which 
we believe is consistent with the intent of Congress, it would catch 
these CLOs and — 

Mr. Garrett. Obviously, you are not following the intent, when 
the intent of the statute I just read to you could not have been 
clearer. You were there when this was being created. The intent of 
the sponsors was clear. I am at a loss as to why the regulators are 
blind to this. 
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Turning now to the Fed, Mr. Alvarez, each year the Fed does 
what is called an operations review report — basically a yearly per- 
formance review of the Fed’s different teams of supervisory and ex- 
amination staff. And I know you are familiar with it. I have here 
a copy of the 2009 report of the New York Fed. 

Now, there is much criticism of the Fed as far as its banking reg- 
ulatory role, not to mention its monetary policy. But to help Con- 
gress out here, I think it would be helpful for members of this com- 
mittee to see not just what has been provided, but unredacted cop- 
ies of the operation review report from 2000 and 2003 of the time 
leading up to the financial crisis. 

Could you please provide members of this committee with an op- 
portunity to review these reports? 

Mr. Alvarez. The operations review is an examination that we 
do of the reserve banks to make sure that they are implementing 
the policies and following the directions of the Board of Gov- 
ernors — 

Mr. Garrett. Right. And the question is, can you provide us 
with an unredacted copy of that so we can have the information to 
know what you were doing up to the crisis so we can see whether 
it is justified as far as the criticism of the way that regulators han- 
dle the crisis leading up to it? That is a yes-or-no question. 

Mr. Alvarez. I think it would be something that we would be 
willing to discuss with you. 

Mr. Garrett. Thank you. 

Mr. Alvarez, in my last minute, the G-20 created the FSB several 
years ago. It appears that the Fed is working closely with the FSB. 

However, the inner workings of the FSB are to the public and 
Congress basically a black box. I am wondering whether or not you 
can assure us that more information will be given to us as to the 
operations of them, and also tell us, inasmuch as the FSB has des- 
ignated, secondly, MetLife as a global systemically important insti- 
tution, does that mean FSOC is going to be forced to designate 
MetLife as an SIFI or any other entities that FSB designates as 
a globally systemic institution? 

And my time is out. I would look forward to the Chair letting 
them answer those questions? 

Chairman Hensarling. The witness can have a brief moment to 
answer. 

Mr. Alvarez. The designation in the United States is up to the 
FSOC, not the FSB. The FSB designation doesn’t have the force of 
law in the United States. 

It would be a source of criticism of the operations of the regula- 
tions in the United States and the U.S. system if there wasn’t some 
kind of implementation of FSB rules. But the decision is a U.S. de- 
cision. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Missouri, Mr. 
Clay, for 5 minutes. 

Mr. Clay. Thank you, Mr. Chairman. 

And this first question is directed to Mr. Osterman. 

I support what you are doing to cut off illegal payday lenders 
who operate on the Internet. However, regulator pressure and Op- 
eration Choke Point has also caused many banks to stop banking 
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legal and licensed Missouri companies that provide essential finan- 
cial services to many of my constituents. The ends do not justify 
the means, especially when consumers are hurt the most. 

My constituents need basic services. They are folks who have 
families. They need to cash their checks and pay their bills. 

They need to be able to get a loan so that they can get some cash 
when they need it. And they need to be able to do this every day 
where they live. These are folks who cannot get loans from banks 
either because banks are not in the community or simply can’t or 
won’t cash their checks or make small-dollar advances. 

Last week I sat down with a young constituent and executive, an 
Air Force vet, and a father who told me about needing an advance 
to pay his son’s college tuition on time. His son is on a partial bas- 
ketball scholarship but the college wanted his money. 

His bank wouldn’t give him a loan. He was able to get a loan be- 
cause a small, nonbank lender was there to give it to him. I asked 
him if it was expensive, and he said it was and that he understood 
both the annual percentage rate, the actual dollar cost, and made 
the decision to get the money, pay the college on time, and pay off 
the advance early. 

He said that he counts on the relationship he worked to build 
with the nonbank lender and has used it for several cash flow 
emergencies. 

Now, I am hearing that legitimate small lenders of the type that 
helped this young man are having their bank accounts closed, as 
Mr. Meeks mentioned earlier. And I am very concerned about the 
situation because it is going to hurt my constituents who need the 
services. 

Can you assure me that this was not what you intended when 
you went after illegal businesses? 

Mr. OsTERMAN. Congressman, I can assure you that FDIC was 
not — what we were trying to do, actually, with the Operation 
Choke Point — which actually was not our program; it was a DOJ 
program — was to help them to stop illegal activity. We have put 
out a financial institution letter making it clear to our examiners 
as well as to the industry that our supervisory efforts are focused 
on making sure institutions are acting in a safe and sound manner 
and that as long as the activities of these payment processors are 
done in a way that avoids risk, the institution should go ahead and 
work with these entities. And in fact, we have met with our re- 
gional offices and field office examiners and given that message to 
them, as well. 

So we issued an actual financial institutions letter back in Sep- 
tember of last year to address the issue. 

Mr. Clay. So have those closures of the bank accounts — has that 
ceased? 

Mr. OsTERMAN. I am hearing that there — that may be still going 
on to some degree. And I think to the extent that is happening, we 
would like to hear about it, because that is not the message that 
we are trying to send. 

Mr. Clay. All right. I will certainly share that with you. 

Let me ask Ms. Fuchs, how did the CFPB get off — as the chair- 
man mentioned — to such a poor start in regard to disparities in 
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evaluating employees, as well as giving out bonuses? What hap- 
pened there? 

Ms. Fuchs. Mr. Clay, I understand your question to be about our 
performance management system and the American Banker article. 
The CFPB is right now conducting further evaluation of that data. 

We are also going to be engaging an outside resource to help us 
with that evaluation. The kind of institution we are trying to build 
is one which is fair and transparent for all employees. 

The performance management system is also something that we 
are currently negotiating with the National Treasury Employees 
Union, so we will have good representation of views during that 
discussion. And that is the work that we are trying to do to address 
what that data showed. 

Mr. Clay. And you all have been up and running for about, 
what, 3 years? 

Ms. Fuchs. We have been up and running for 3 years. During 
a large part of that time we were doing the work that Congress 
asked us to do by writing rules to fix mortgage markets. 

Mr. Clay. Thank you for your response. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from North Carolina, 
Mr. McHenry, chairman of our Oversight and Investigations Sub- 
committee, for 5 minutes. 

Mr. McHenry. I certainly appreciate my colleague from Missouri 
asking that question of the CFPB, because you did contract with 
an outside investigator to determine that there was retaliation 
against an employee, but 6 months later, the Bureau has done 
nothing. So simply contracting with outside groups does not ad- 
dress the deep problems the CFPB has. 

But to my colleague’s other point, which is Operation Choke 
Point, I do want to bring this up with Mr. Osterman. You want to 
stamp out illegal businesses, but in order to do that you need to 
give legal businesses proper guidelines so they can be banked. 

The Electronic Transactions Association has put forward a sig- 
nificant report that they worked on for the last 8 or 9 months. Are 
you familiar with this report? 

Mr. Osterman. I am not. 

Mr. McHenry. You are not? Okay. They have indicated that they 
have been in contact with the FDIC to give their merchants and 
independent sales organization the underwriting and risk tools nec- 
essary to comply. Will you take a look at that? 

Mr. Osterman. Absolutely. 

Mr. McHenry. Okay. Then, the additional question would be 
this: Is the FDIC coordinating with the CFPB to give guidelines to 
banks so that they can bank these institutions that are providing 
a legal service for a legal entity? 

Mr. Osterman. Of course, the CFPB Director is on our Board, so 
to that extent — 

Mr. McHenry. I am familiar with the construct of it, but are you 
coordinating in terms of rule-writing? 

Mr. Osterman. We are not doing the rule-writing on the — 

Mr. McHenry. That is part of the problem. The industry doesn’t 
have guidelines by which they can follow what they believe the 
FDIC’s intent is. 
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Mr. OsTERMAN. In that regard, as I mentioned, we do have a fi- 
nancial institutions letter that does lay out our guidelines in con- 
nection with these types of programs. And basically, what we are 
saying is these types of programs can involve high-risk activities 
that could create litigation risk and reputation risk for financial in- 
stitutions. So, they need to do due diligence to ensure that the folks 
whom they are banking are acting in a safe and sound manner. 

Mr. McHenry. Sure. Okay. 

Mr. OsTERMAN. And so — 

Mr. McHenry. My time is brief, and I have another question for 
Ms. Friend. 

Mr. OSTERMAN. Yes. 

Mr. McHenry. I know others will have questions about this. 

I was notified about three OCC examinations, at three different 
financial institutions. I just want to tell you this story and get your 
response. 

At bank one — not a bank — Bank A, if you will — the problem 
began when examiners expressed concerns about the bank’s mili- 
tary accounts using an overdraft service. The examiner pulled data 
and was concerned about the frequent usage of overdraft with this 
account. 

When the examiner was informed that this account was 5 to 10 
years old, and that the user had regularly utilized overdraft, the 
examiner said it was proper that if the person kept using this over- 
draft protection and it became a behavior, they should close the ac- 
count. 

Now, when indicated that the person requested overdraft protec- 
tion and utilized it they said, “Well, it could pose a reputational 
risk.” 

At Bank B, an examiner required that the bank remove overdraft 
service if the account holder withdraws or uses overdraft protection 
more than 25 times a year. And after implementing what the bank 
was told to do by the examiner, the customer came back and de- 
manded that overdraft protection be put back on. 

At Bank Three or C, the definition of frequent user was trying 
to — was — tried to be divined from the examiner and was told a 
very different story than the first two institutions were told. 

Is there a justification for having different rules for different in- 
stitutions about overdraft protection? 

Ms. Friend. Congressman, there is a rule on overdrafts, and our 
examiners should be following the specific rule. We don’t have sep- 
arate guidance to examiners on overdraft protection beyond the 
regulation. 

Mr. McHenry. Are examiners supposed to tell folks to close ac- 
counts if they are utilizing overdraft protection within the guide- 
lines you have given? 

Ms. Friend. I don’t think that we have specific separate guid- 
ance that is independent of the regulations, so they would be ex- 
pected to act in accordance with the regulations. 

Mr. McHenry. Okay. And would you believe that this inconsist- 
ency of regulation would lead to more underbanked, or those who 
are unbanked? 

Ms. Friend. I think we would be concerned if there is an incon- 
sistent interpretation, and so it is difficult to respond with respect 
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to each individual institution without having all of the information 
available. But again, we look for consistency in examination based 
on the rules. 

Mr. McHenry. And this is highly inconsistent. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Georgia, Mr. 
Scott, for 5 minutes. 

Mr. Scott. Thank you very much, Mr. Chairman. 

Let me ask my first question to you, Ms. Fuchs, with the CFPB. 
I want to follow up on the Chairman Hensarling’s point. 

What we have here, the situation that the CFPB has placed our 
auto dealers in is no man’s land. We sort of got them in a situation 
where they are guilty if they do, guilty if they don’t, and when you 
put these two factors together, in your letter of — or your rule- 
making and guidance of last March 13th, you arbitrarily issued a 
statement of discrimination within the auto lending’s indirect lend- 
ing program. 

Now, when you make a charge of discrimination against African- 
Americans or minorities anywhere, that is very explosive. Race is 
very explosive. You are dealing with a situation yourself with 
charges of discrimination within the ranks and the employment 
and promotion of the CFPB. 

I only raise that point to let you know that in your response to 
Mr. Clay you were very thoughtful, you went back, we are doing 
this, we are trying to get at the bottom of this. But you are not 
treating the auto industry with that same kind of sensitivity. 

And what you have done is — the CFPB has, I think, an unin- 
tended consequence here by making a blanket statement and then 
not giving guidance the background, the data, the methodology, all 
the things that you are looking at yourself in dealing with your 
own discrimination charges. 

So, it is important to me and to other members of this committee 
that we get this threat away from these auto dealers. On the one 
hand, they put forward a solution of offering a standard fee and 
then working with the consumer in a way in which they could have 
a discounting of the interest rate. You take that away from the 
dealers and some of these dealers might have to close up shop. 

Many of them, particularly in a district like mine — I represent 
the metro area; I represent six counties around Atlanta, where the 
auto dealers are, and smaller community towns where they anchor 
that community. They go out of business because of this. 

So I want to urge you and the CFPB to resolve this issue and 
get the auto dealers out of limbo and remove the threat to their 
ability to discount those interest rates for their customers. If there 
is discrimination, I don’t know where it is. All I am saying is treat 
them the way you are treating yourself in this. And if it is there, 
if there is a fire of discrimination there, we will put that fire out. 
But don’t throw the whole blanket on them and assume. 

There are many minority-owned dealerships. And if you throw 
that blanket on them, you are saying that African-American deal- 
ers are discriminating against African-American people? No. That 
is not the case here, but that is the situation you are in. 

But I wanted to say that. Will you do that? Would you get this 
threat away from the auto dealers? 
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Ms. Fuchs. Thank you so much for your comments, sir. 

I should say the question was asked earlier of whether we want 
a single parent to have access to a car, and we do. We want those 
people to have access to fair and transparent lending, as well. The 
CFPB does not have jurisdiction over auto dealers. We have au- 
thority with respect to indirect auto lenders. 

Mr. Scott. But you have made a claim there. Where is the proof? 
We have asked for that. Show us where that discrimination is? 

Ms. Fuchs. Thank you, sir. We are engaged in a constant dia- 
logue with the industry about these issues. We held a forum at 
which various methods of compensating dealers were discussed. We 
have also had briefing calls with many, many stakeholders and 
spoken at auto dealers conferences. 

Mr. Scott. Okay. Okay, thank you. I didn’t mean to go on for 
so long, but I have to ask a question of the FDIC, please, thank 
you. But let’s help those dealers. 

On the operation — I have put it here someplace; what did I say. 
I got so carried away with that comment. 

Oh, the Operation Choke Point — FDIC — can you tell us what is 
going on there? 

Chairman Hensarling. Regrettably — 

Mr. Scott. Thank you. I’m sorry. 

Chairman Hensarling. My sense is that some other Member 
may be asking those questions before the day is over. 

The Chair now recognizes another gentleman from Georgia, Mr. 
Westmoreland, for 5 minutes. 

Mr. Westmoreland. Thank you Mr. Chairman, 

Ms. Fuchs, would you describe in one sentence maybe, what is 
the role of the CFPB? 

Ms. Fuchs. Congress set the purpose of the CFPB in the Dodd- 
Frank Act, and — 

Mr. Westmoreland. Not what Congress said. What do you say 
the role of it is? 

Ms. Fuchs. The role of the CFPB is to help make the markets 
for consumer finance more transparent and to enable consumers to 
have access to fair and transparent products and services. 

Mr. Westmoreland. Okay. And going back to what the gen- 
tleman from Missouri asked about, the gentleman who got a loan 
for his son’s tuition, if somebody, let’s say BNC credit, needed $500 
or $800 and called the CFPB and said, “Hey, you know, I have 
BNC credit,” where would you recommend that they go to borrow 
that money? 

Ms. Fuchs. It is hard in the abstract to recommend where a per- 
son should go to get short-term, small-dollar credit. It would de- 
pend on the circumstance of the person and what was available to 
them. 

Mr. Westmoreland. But what would you recommend? A big 
bank? Bank of America? What would you recommend to him? What 
would be your choices? 

Ms. Fuchs. There are many choices out there right now for con- 
sumers. There are opportunities to go to banks for credit, and there 
are opportunities to go to nonbank lenders for credit. It really will 
depend on the circumstances of the consumer, such as if they have 
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savings or if they don’t have savings — they may have different op- 
tions available to them. 

Mr. Westmoreland. I don’t think there are as many out there 
as you think there are. And Operation Choke Point, as my col- 
league from Georgia has pointed out, is trying to put as many of 
these people out of business as you can. 

I want to read a statement from Bill Isaac, who is the former 
Chairman of the FDIC. He recently stated, “the same slippery slope 
that the DOJ uses today to choke off payday lenders from banking 
services could tomorrow be used on convenience stores selling 
large, sugary sodas, restaurants offering foods with high trans fat 
content, or family planning clinics performing abortions. 

“Ironically, at the same time the government is making life mis- 
erable for businesses seeking to meet consumers’ needs for emer- 
gency funds, it is encouraging banks to offer services to marijuana 
dealers.” 

Now, how do you all right that? 

Mr. Osterman? 

Mr. Osterman. In terms of — I am not quite sure I understand 
your question, sir. 

Mr. Westmoreland. The question is, when you are trying to 
keep people who have a lending service that they are doing to peo- 
ple who might not be able to walk in to a normal, traditional bank 
and do business, and you are trying to put out of business some 
of those people who do provide that service while at the same time 
trying to make it possible where banks can do business with people 
who sell federally illegal drugs? 

Mr. Osterman. We are not trying to put legitimate businesses 
out of business. 

Mr. Westmoreland. You are not? 

Mr. Osterman. No sir, we are not. 

Mr. Westmoreland. Okay. Have you ever put anybody out of 
business or kept anybody that was State-regulated, or federally- 
regulated from doing business with a bank? 

Mr. Osterman. In terms of what we are looking at is the safety 
and soundness of our banks, and as we have said — 

Mr. Westmoreland. I know that. I know you are. But have you 
ever told somebody who had a legal business, as either regulated 
by the State or the Federal Government, that they could not — that 
a bank could not do business with them? 

Mr. Osterman. Not that I am aware of 

Mr. Westmoreland. Okay. So, Operation Choke Point has no re- 
ality to it? 

Mr. Osterman. Operation Choke Point, as I have said before, sir, 
is a Department of Justice program that was going after illegal ac- 
tivity, and we were asked to provide more information and that is 
what we did to address illegal activity. We did put out a financial 
institution letter to make it clear — 

Mr. Westmoreland. How do you describe illegal activity when 
somebody is regulated by some State board — 

Mr. Osterman. Well — 

Mr. Westmoreland. — that permits them to do business? How 
is that an illegal activity? 
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Mr. OsTERMAN. For example, for payday lenders — in several 
States, payday lending is illegal. And so, when banks are dealing 
with these lenders and they are in different States, the banks need 
to be assured that those lenders are, in fact, acting in a legal way. 
Because if they are not, it actually opens up the institution to risk, 
in terms of being sued by State attorneys general and others be- 
cause they are not complying with the law. 

Mr. Westmoreland. Just typical, picking winners and losers. 

Thank you. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Texas, Mr. Green, 
the ranking member of our Oversight and Investigations Sub- 
committee. 

Mr. Green. Thank you, Mr. Chairman. 

Mr. Chairman, understanding that the rules do not allow us to 
yield a specific amount of time, I would like to at this time yield 
up to 1 minute, such time as he may consume up to 1 minute, to 
my friend from Georgia, Mr. Scott. 

Mr. Scott. Mr. Green, you are very kind. You are a good man. 
God bless you. Thank you. 

Because this is important to me, on the Operation Choke Point, 
the gentleman from the FDIC, you are basically working with the 
Justice Department on this, as I believe I understand, doing a fair- 
ly good job in terms of getting the scam artists and those. 

But without perfectly clear guidance and direction, it could go a 
little too far. For example, I am concerned about what you refer to 
in your guidance as a firm with a reputational risk. 

What does that mean, reputational risk? Because my fear is that 
it could have an unintended consequence. 

Mr. OSTERMAN. Typically, in terms of high-risk activities, these 
are things that the institutions themselves, the banks themselves, 
have to make a business determination on whether they are willing 
to enter into an arrangement with that entity. 

But for example, as I said before, if payday lending was illegal 
in a particular State, to actually provide that service, that creates 
reputational risk to the institution because it is then being seen as 
engaged in illegal activity. 

And so what we have said in our guidance is that banks should 
do due diligence to ensure that they are identifying potential risks. 
And as long as they properly manage the relationships and risks, 
then they are not going to be prohibited — we are not prohibiting 
them from entering — 

Mr. Scott. Are there other industries? Payday lending makes a 
good point in other States, but are there other industries where 
you categorize as reputational risk? 

Thank you, Mr. Chairman. Thank you, Mr. Green. 

Mr. Green. Thank you. I thank the gentleman for yielding back. 

Mr. Chairman, I would like to, if I may, just extend a welcome 
to Mr. Horsford to the committee. He has acquitted himself well 
since he has been in Congress, and I am confident that he will do 
a very good job, an exceedingly good job on this committee. 

I am one of the many persons interested in helping small banks, 
and we have endeavored, in doing this, to find out what a commu- 
nity bank is. We have allowed this term to become pervasive. 
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While I see it as a good term, it is rather nebulous. And I have 
not, to this day, been able to get a good definition of a community 
bank. So let me shy away from the term “community bank,” and 
let’s talk for just a bit about small banks. 

And my first question will go to the gentleman from the FDIC. 
I would like to know, is it true that most banks in this country are 
small banks and that as many as 90 percent of all banks are small 
if I use $1 billion or less as my benchmark? 

Mr. OsTERMAN. Yes, that is correct. 

Mr. Green. So we have 90 percent of the banks at a billion dol- 
lars or less. And is it true that this 90 percent of banks did not 
create the circumstance that we had to negotiate in 2008, what we 
call a collapse of the — an economic crisis or something of that na- 
ture? 

Mr. OSTERMAN. Right. The crisis in 2008 involved much larger 
issues than the community banks. 

Mr. Green. And given that the community banks, the term you 
are using now, I am using small banks, using my benchmark at a 
billion dollars — and I don’t begrudge you at all for saying commu- 
nity banks, because that term has become very pervasive. But I 
have now switched, and I am working now to see what I can do 
for small banks, given that 90 percent of the banks are under a bil- 
lion dollars. 

And I want to work with legislation to help them, because I am 
also finding that most of the banks that are troubled now, possibly 
about to go out of business, are small banks. Is this a fair state- 
ment, more so than banks above a billion dollars? 

Mr. OsTERMAN. We certainly have seen a consolidation of the in- 
dustry, and when you look at the banks that have failed during 
this crisis, the vast majority are the smaller institutions. 

Mr. Green. Do you find, as you are before Congress giving your 
testimony, that many of the questions that we ask, we should ask 
of ourselves? Because many times we ask you questions about reg- 
ulations that we impose upon you that we seem to decry your en- 
forcing? 

Mr. OSTERMAN. The — 

Chairman Hensarling. Apparently, the gentleman will have to 
answer his question himself, because the time of the gentleman has 
expired. 

Mr. Green. Thank you, Mr. Chairman. 

Chairman Hensarling. And the Chair now recognizes the gen- 
tleman from New York, Mr. King, for 5 minutes. 

Mr. King. Thank you, Mr. Chairman. 

Mr. Alvarez, I would like to question you regarding the 
collateralized loan obligations (CLOs) and say at the start that I 
identify entirely with the remarks of Congressman Garrett. 

As you know, the Fed has just issued a 2-year extension for the 
conformance period for banks that hold CLO debt. This comes near- 
ly 2 months to the day that Governor Tarullo told this committee 
that Volcker’s impact on the CLOs was the interagency working 
group’s number one priority. 

Given the time that has passed, I would have expected more. The 
conformance period extension may minimize the pain, but it cer- 
tainly does not eliminate it. 
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Even with the extension, banks will suffer multibillion dollar 
losses. The OCC admits to $3.6 billion; other estimates place the 
number as high as $9 billion. 

These are losses that will be incurred on performing assets solely 
due to the actions that the bank regulators have taken in applying 
the Volcker Rule. In fact, the expected losses on these assets are 
negligible. 

So I have two questions. 

First, do you believe that depleting bank capital by billions of 
dollars is a result that is consistent with safety and soundness reg- 
ulation? 

And second, this aspect of Volcker is clearly inconsistent with 
safety and soundness considerations in Section 13Dl(j) of Volcker, 
which allows the regulators to permit activities that promote bank 
safety and soundness. So my second question would be, why don’t 
you use this authority to grandfather legacy CLO assets that are 
on banks’ balance sheets? 

Mr. Alvarez. Let me start by putting the problem in perspective. 
There is approximately $300 billion in CLOs outstanding. That in- 
cludes CLOs that would be exempt under the Volcker Rule and 
CLOs that would be covered by the Volcker Rule. 

As Congressman Garrett pointed out earlier, any CLO that is en- 
tirely loans is exempt from the Volcker Rule requirements. It is 
only the ones that have nonconforming non-loan assets in the CLO. 

So of those $300 billion, we think about a hundred — based on the 
call reports, about $105 billion worth of CLOs are owned by bank- 
ing institutions. That is, of the 6,800 banks in the United States, 
something like 50 banks report that they own CLOs. 

And then of those 50 banks, a handful of the very, very largest 
in this country own 90 percent of the CLOs. So this is largely a 
problem that is concentrated with a small number of very large in- 
stitutions. 

Now, what the Federal Reserve has done by granting an exten- 
sion to, or by indicating it would be willing to grant, an extension 
for a couple of years, is it turns out that something on the order 
of 50 percent of the CLOs outstanding will mature or be repaid be- 
fore the end of 2017. So much of the CLOs will be done by that 
period of time. 

And as many people have testified before this committee, the 
CLOs that are owned by banking institutions have largely been 
performing. There are very few that are loss producing at this 
point. Having 2 extra years allows institutions more time to divest 
if they think that is appropriate, to conform the CLO to something 
that would be exempt from the Volcker Rule, and there is a variety 
of ways that could happen. 

Mr. King. The OCC estimates up to $3.6 billion in losses; others 
go as high as $9 billion. Is that healthy for the economy? 

Mr. Alvarez. I think that the — 

Mr. King. And couldn’t that force banks in effect to hold bargain 
basement sales? 

Mr. Alvarez. I think the $3.6 billion estimate was assuming that 
an entire chunk of CLOs would default that no one really believes 
will default. That was an extreme example. And I will let the OCC 
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speak to that, but I think they were not predicting a $3.6 billion 
default. 

And in fact, the representatives of the CLO associations have in- 
dicated that the CLOs are very well-performing and have very few 
losses in them. And I think that is historically accurate. 

Mr. King. So you do believe that this adds to safety and sound- 
ness of the banking community — banking institutions by allowing 
this to go in place after 2 years? 

Mr. Alvarez. The Volcker statutory provision does not have an 
exception in it for actions that will cause losses. It allows a limited 
authority to grant an exception if it would, in fact — 

Mr. King. Are you saying you would not be allowed to make an 
exception under Volcker, that Volcker would preclude you from 
this? 

Mr. Alvarez. Volcker does not have a grandfathering provision 
and it does not have an exception that allows us to cause institu- 
tions to avoid losses. 

Mr. King. You are saying it would preclude you from doing that? 

Mr. Alvarez. That is right. 

Mr. King. I would have to disagree with that. I think Congress- 
man Garrett disagrees also. 

Mr. Chairman, I have a series of other questions on another 
issue. Could I submit them in writing to the panel? 

Chairman Hensarling. Yes. Without objection, that will be 
made a part of the record. 

The gentleman’s time has expired. 

The Chair now recognizes the gentleman from Illinois, Mr. Fos- 
ter, for 5 minutes. 

Mr. Foster. Thank you. 

Chairman Hensarling. Apparently, the Chair does not. He has 
been informed by the Minority side we are going to the gentleman 
from Minnesota. 

The gentleman from Minnesota is recognized for 5 minutes. 

Mr. Ellison. Allow me to thank the chairman and the ranking 
member, and Mr. Foster as well. I know we all have busy schedules 
and I will try to be quick. 

Ms. Fuchs, thank you for the work that you do. I think the CFPB 
does have a responsibility to ensure that people of color are not 
overpaying for autos. 

What did the CFPB find in the price disparity studies by eth- 
nicity and how significant are the differences? 

Ms. Fuchs. The Bureau has one matter that is an enforcement 
matter that has been public, and in the materials related to the en- 
forcement matter, it talks about the specifics of that matter. Other 
matters that the Bureau is working on are ongoing either inves- 
tigatory or supervisory matters, and so there are details that can 
be shared at this time. 

Mr. Ellison. So you don’t want to talk about the price dispari- 
ties by ethnicity? You don’t talk about whether there is a problem 
and how serious it is? 

Ms. Fuchs. The Bureau hasn’t done an analysis that looks across 
the entire industry and finds some number of disparity. We are 
looking at each individual lender that is engaged in indirect auto 
lending across their portfolio to assess whether there are dispari- 



38 


ties. We have been talking with the committee about the particular 
matter that — 

Mr. Ellison. Ma’am, I am trying to give you a chance to talk 
about your good work on eliminating disparities and you are declin- 
ing. 

Ms. Fuchs. I am — 

Mr. Ellison. Is that what you really want to do? 

Ms. Fuchs. Perhaps I am not understanding the question. 

Mr. Ellison. Fine. 

Ms. Fuchs. I apologize. 

Mr. Ellison. Somebody else, something else. I know that the 
regulators have increased enforcement against money laundering. 
HBSC has been fined $1.9 billion for transferring billions of dollars 
from Mexican drug cartels and for violating sanctions laws, doing 
business with countries like Libya, Sudan, Burma, Cuba, and Iran. 

And I am glad that agencies are indicting money launderers, and 
I think that all those who are engaged in that activity deserve to 
be held accountable. But one of the things that I have become con- 
cerned about is how that regulatory system might be swinging a 
little too far, because what I have seen in my own district over the 
last 2 years is that money service businesses that send money to 
their families, particularly in Somalia, are having their checking 
and saving accounts closed by credit unions and banks. 

I have a group of Iranian graduate students at the University of 
Minnesota who were told that their bank accounts would be closed, 
and I have people with Muslim names who are having their check- 
ing and savings accounts closed. 

The difficulty is you have to stop terrorist financing. And the 
other difficulty is if you go too far in that direction, you close off 
good people just trying to do legitimate transactions. 

I have tried to raise these issues before, and I would like to sub- 
mit some things for the record: a Treasury blog post from Decem- 
ber 23, 2011, entitled, “The Importance of Remittances Through 
Legal Channels to Somalia.” And without objection, I would also 
like to submit a July 8, 2013, letter from the Department of the 
Treasury clarifying that college students from Iran can have bank 
accounts. 

Mrs. Capito [presiding]. Without objection, it is so ordered. 

Mr. Ellison. Yes, thank you. 

Maybe, Ms. Friend, you could discuss this issue a little bit. Has 
your agency been trying to provide training and guidance for your 
regulated financial institutions to enable them to better under- 
stand the rules regarding knowing their customers? And do they 
have any concern that in our zeal to obey laws to stop terrorism 
financing, we might actually be closing off legitimate transactions? 

Ms. Friend. Congressman, I know the folks at the OCC have 
been in touch with your staff and we are concerned. We share con- 
cerns that if there are legitimate businesses that we are not asking 
banks to close off those accounts. 

Essentially, it is a bank’s decision who to do business with. What 
we direct them to do is to do due diligence and they need to have 
the proper controls to deal with whatever risks that they assess. 

Some institutions, we have found, have decided that rather than 
go through the additional burden of providing the types of controls 
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that they believe are necessary, might decide that they are not 
going to bank a particular entity. 

Obviously, with respect to Muslim names, if there is evidence 
that they are applying something in a discriminatory manner, that 
would be something we are concerned about and we are looking 
into it. So we are looking forward to a continued dialogue with your 
office. 

Mr. Ellison. I want to thank you for that. And just please do 
continue to assure financial institutions that they don’t have to go 
beyond the line to meet the requirements of the law. 

Thank you. 

Mrs. Capito. The gentleman’s time has expired. 

I am going to recognize myself for 5 minutes for questions. 

Ms. Fuchs, in my opening statement I talked about the qualified 
mortgage, and I am Chair of the Financial Institutions and Con- 
sumer Credit Subcommittee. We have done a lot of hearings on 
this. 

And I am concerned that the borrower who is going to fit into 
this QM box is going to be the one who is least likely to be able 
to go to alternative sources to find mortgages besides their commu- 
nity banks or credit unions. What legal risks are associated with 
non-QM loans, in your opinion? 

Ms. Fuchs. Thank you, ma’am, for the question. As I think you 
know, the CFPB — drawing the lines on what would be a QM and 
what would not be a QM was one of the most significant aspects 
of the rulemaking, and the rule was designed to incorporate the 
vast majority of mortgages that are being made within the QM cat- 
egory. 

For mortgages that are outside the QM loan, we anticipate that 
those will continue to be made. In fact, I saw an article just yester- 
day that talked about something like 30 percent of banks would be 
looking at having lending programs that are outside the QM loan — 
the QM category. 

For those matters, the banks are subject to following ability to 
repay requirements, and our — we anticipate that by doing a return- 
to-basic underwriting, as we had in the past, there actually will be 
fewer foreclosures. And that — 

Mrs. Capito. You would agree that there is more legal risk asso- 
ciated with the non-QM loan, correct? And that is the way it is 
structured, the rule is structured. 

Ms. Fuchs. The QM categorization does provide some protections 
for institutions. However, the liability is closely cabined, and out- 
side of the QM category, if banks are engaging in an ability-to- 
repay calculus, then they should be in a good position with their 
solid underwriting. 

Mrs. Capito. I think — and we have a survey here that says 33 
percent of respondents indicated they would only make QM loans. 
So, a third of the lenders in this particular survey said that they 
would only lend in the QM box. I have a feeling it is actually a lit- 
tle bit larger than that. And I have heard — we have heard from 
community leaders who are actually exiting the mortgage lending 
space altogether. 
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You mentioned in your opening statement that before you do a 
rule you have a meeting and you talk about cost-benefits and have 
a report. Are those reports public? 

Ms. Fuchs. Yes, the Bureau goes through several things in order 
to look at the costs, benefits, and impacts of its rules. From the 
small business panels that we convene, there is a report that re- 
sults from that. The brief of panels are done as a partnership be- 
tween CFPB, 0MB, and the Small Business Administration. Dur- 
ing the panels, we take input from representatives of small busi- 
nesses in the specific area that we are writing a rule, and that — 

Mrs. Capito. Yes, and I don’t mean to interrupt that. I only have 
2 minutes left. 

Ms. Fuchs. No problem. 

Mrs. Capito. Do you take into consideration the — did you talk to 
community bankers and credit unions and all those lenders in that 
space as well? Yes or no? 

Ms. Fuchs. Yes, the Bureau does. 

Mrs. Capito. Yes, and then that is public? Their response is pub- 
lic — the bankers? 

Ms. Fuchs. The Bureau, in the course of its rulemaking, con- 
siders the impact of its rules on small lenders — 

Mrs. Capito. Are those public reports? 

Ms. Fuchs. It publishes that in its notice of proposed rulemaking 
for comments. 

Mrs. Capito. Okay. We talked just a little bit about the remit- 
tance transfer rule. This is another one where a lot of people are 
exiting the business because of the onerous regulations imposed 
here. Some lenders do it for customer convenience; some do it for 
customer necessity. 

And I would just say that it is making it more difficult and more 
expensive. I am not going to really ask a question on that, but 
lodge a concern. 

Mr. Meeks and I have been working on a bill that would work 
on duplication and conflict of rules. And I know every 10 years you 
are supposed to go in and look at the conflicts. We are pressing for 
a shorter timeframe there. 

Mr. Alvarez, do you think it would be useful to have a shorter 
timeframe in terms of looking at the rulemaking processes to the 
duplications? Because that was supposedly one of the goals of 
Dodd-Frank and I am not sure we have actually seen that. 

Mr. Alvarez. That is an exercise that, by law, we go through, 
as Amy Friend mentioned earlier, under the Economic Growth and 
Regulatory Paperwork Reduction Act. It is every 10 years. 

The Federal Reserve has an informal policy where we review our 
rules every 5 years. We are a little off schedule because we have 
been spending so much time on the Dodd-Frank Act, but we expect 
to get back to that schedule. So a shorter period of time of review- 
ing those rules is a perfectly good idea. 

Mrs. Capito. Mr. Osterman, do you have the same — 

Mr. Osterman. Yes. I think sometimes it takes a while for the 
rules to be in place to see how they interact but a shorter time- 
frame is something we could do. Although, given the vast numbers 
that we have to go through, we are getting ready to go through a 
10-year review right now, and as Ms. Friend indicated, she is the 
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head of the legal advisory group that is coordinating this effort, but 
with all the rules that are out there, to go through and review 
them all takes a long time in terms of going out and noticing those 
for the public — 

Mrs. Capito. Right. Imagine you are a community banker and 
you are trying to deal with all this — 

Mr. OSTERMAN. Exactly. 

Mrs. Capito. You guys are dealing with it every day. It is your 
job. So I would encourage you to try to adopt that mindset, maybe, 
sometimes to try to help those folks out. 

Next, Mr. Foster from Illinois is recognized. 

Mr. Foster. Yes, thank you. Madam Chairwoman. 

Ms. Friend and Mr. Alvarez, would it be possible to provide an 
estimate or a range of estimates of the additional losses that might 
be expected for banks which are forced to divest of the CLOs within 
the 2-year extension period, compared to the indefinite 
grandfathering that passed out of this committee? 

Ms. Friend. Let me first just discuss the $3.6 billion number 
that was in our economic analysis. It came up earlier. And that 
was attributable to the divestiture of CLOs and CDOs and any 
other impermissible fund. And so when we looked at that estimate, 
it ranged from 0 to 3.6 because it really depends upon what the 
market reaction is going to be. 

So I think it would be very difficult for us to estimate with a 
specificity exactly what the losses might be. Before we decided that 
we would take no further action than to support the Fed’s conform- 
ance period, we looked at sort of worst case scenarios and believe 
that there would not be any significant impairment to any institu- 
tions’ capital, at least in the national banking system, or to their 
earnings. And so, that is why we decided that this was consistent 
with safety and soundness. 

But again, it really depends upon on what the market reaction 
is going to be once the banks start to sell these, or as they run off. 

Mr. Alvarez. I have nothing to add. 

Mr. Foster. Okay. Mr. Alvarez, on page eight of your written 
testimony you mention that the Federal Reserve is consulting with 
the FDIC on a regulatory proposal that would require the largest, 
most complex U.S. banking firms to maintain a minimum amount 
of outstanding, long-term unsecured debt, in addition to the regu- 
latory capital that they are already required to maintain. This is 
to facilitate the single point of entry resolution of these firms. Now, 
would this apply to all SIFIs or just banks? 

Mr. Alvarez. That is part of the discussion, how far should it 
apply — whether it should apply just to the largest banking organi- 
zations or it should apply to SIFIs as well. 

Mr. Foster. Yes, and would there be restrictions on who could 
hold this long-term debt? For example, could one SIFI hold — 

Mr. Alvarez. That is a part of the discussion as well. 

Mr. Foster. Okay. And how does this relate to the contingent 
capital discussions that I take it are also ongoing? We have b^een 
promised many times that well, we are in the process of thinking 
about contingent capital, it is getting closer. 

And I was wondering what your view was of the status of contin- 
gent capital. As you are well aware, the European regulators are 
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far ahead of us on contingent capital and it seems to be fairly suc- 
cessful. 

Mr. Alvarez. This is slightly different. The contingent capital is 
free — 

Mr. Foster. Right, it triggers — obviously, there is a regulatory 
trigger, not as a part of resolution. 

Mr. Alvarez. Correct. 

Mr. Foster. Could the mechanisms be similar — the conversion of 
debt to equity under prescribed conditions. And so would this be 
higher — or above or below in the capital stack of these firms — the 
additional — 

Mr. Alvarez. I don’t know the answer to that question. It is 
meant to be complementary. It would be after resolution — useful 
mostly after resolution rather than the convertible securities, as 
you point out, which is — convertible debt, which is mostly before. 

We are participating pretty actively in the international discus- 
sions. We think that is a fruitful way to consider the convertible 
instruments because it depends — the trigger there becomes a very 
important factor. And so should the trigger be a regulator, should 
it be a market event? Should it be a home regulator, post regu- 
lator? There are lots of variables there. It is a much more com- 
plicated instrument than the long-term debt. 

Mr. Foster. Thank you. Is there a schedule for that? Do you 
have any idea when we will actually see a concrete proposal so we 
will be able to say what the trigger mechanism — the preferred trig- 
ger mechanism is? 

Mr. Alvarez. I don’t have a concrete date for you. It will be soon. 
It will be something, though, that we will be very interested in 
public comment on because this is a very important effort, we 
think. 

Mr. Foster. Okay. Thank you. 

That was my last question. I yield back. 

Mrs. Capito. I recognize Mr. Royce, the Chair of the House For- 
eign Affairs Committee. 

Mr. Royce. Thank you. Madam Chairwoman. 

I wanted to ask Mr. McKenna a question. It is about a piece of 
legislation that I and Jared Huffman introduced, the Credit Union 
Residential Loan Parity Act. And what that bill does is to remove 
non-owner-occupied one-to-four-unit dwellings from the calculation 
of the member business lending cap currently imposed on credit 
unions. 

And this reform really has two advantages in terms of increasing 
the capital available to lend to small businesses and the avail- 
ability of needed rental housing as a consequence if this change 
was made. And I was going to ask you, Mr. McKenna, does the 
NCUA have any comment on this legislation? 

Mr. McKenna. The agency has reviewed that piece of legislation 
and we do not have any safety and soundness concerns with it. 

Mr. Royce. Could you pull the microphone a little closer? 

Mr. McKenna. We have reviewed that piece of legislation and we 
do not have any safety and soundness concerns with it. 

Mr. Royce. You don’t have any concern about safety or sound- 
ness from that standpoint? 

Mr. McKenna. Not with that piece of legislation, no. 
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Mr. Royce. I appreciate that very much. 

I also wanted to ask you, on a related note, the NCUA has put 
forward a new proposed risk-based capital rule for credit unions 
over $50 million in assets, and I am concerned that risk weights 
applied to residential mortgage loans and member business loans 
under the proposal do not actually reflect the risk nor are they 
comparable to the system for community banks. 

And I will just give you an example. If you look at the delin- 
quency rates, first of all, on these loans from the latest data avail- 
able, credit unions have delinquency rates which are one-quarter to 
one-half that of banks. The proposed rule would apply risk weights 
that are double the comparable Basel weights. 

And that is the thing that stands out to me — the rate being dou- 
ble. Why does the proposed rule regarding risk-based capital devi- 
ate so much from the FDIC standards for community banks? That 
was what I was going to ask you. 

And do you have concerns that these risk-weightings could 
hinder credit union lending to homeowners or small businesses or 
even churches? You have these niches out there and this would be 
quite a change. But I would like to explore that with you. Go 
ahead. 

Mr. McKenna. As you pointed out, it is a proposed rule that we 
issued in January of this year. The comment period closes in May. 
We have already received lots of comments on the risk weights and 
that is something that the NCUA board is going to be looking at. 

The basic thrust of your question was whether our rule is com- 
parable to the FDIC’s rule. And in general, taking into consider- 
ation the unique nature of credit unions and other factors, we 
think it is comparable to the FDIC rule. However, we are reviewing 
the risk weights to see if they make sense to credit unions. 

Mr. Royce. Yes, because the data behind those delinquency 
rates — one-quarter to one-half — if you look at the September data, 
it shows real estate loans last September — a delinquency rate of 
1.22 versus 4.77. If you looked at commercial loans, it would be 
0.35 versus 0.55. 

So the part that just stands out is if you end up with double the 
rate then the question is, do you end up sort of shorting capital 
that otherwise would be available for small business lending and 
so forth. 

So my hope would be to work with you — we have a good working 
relationship — as we go forward to try to make certain at the end 
of the day we don’t disproportionately impact capital that otherwise 
would be available for either home ownership, small business lend- 
ing, and so forth. 

Mr. McKenna. We hope to work with all stakeholders to make 
the final rule more effective. 

Mr. Royce. Thank you very much. 

And Madam Chairwoman, again, I appreciate it. 

Mrs. Capito. I now recognize Mr. Sherman from California. 

Mr. Sherman. Thank you. 

I would like to pick up on Mr. Royce’s questions. I am also con- 
cerned about these rules on credit union capital. As I understand 
it, it would impose a Basel-like capital regime on those who already 
face stringent capital requirements. 
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And I will ask Mr. McKenna, it seems that the rule provides for 
tougher rules for credit unions than are applied to community 
banks under the Basel system even though credit unions have his- 
torically been even more risk-averse. Are the rules tougher than 
that are imposed on community banks? 

Mr. McI&nna. Congressman, some of the risk weights are dif- 
ferent than the ones that the FDIC has. 

Mr. Sherman. And I hope you would take into account the fact 
that the number one problem that small businesses, I think, have 
in all our districts is they can’t get capital. They can’t get a loan. 
We had Jamie Dimon in here saying he couldn’t find U.S. busi- 
nesses to lend money to, so he sent the money to London where it 
was eaten by the Whale. 

Every one of us here could list a hundred businesses that can’t 
get business loans, and so I hope you would take that into account 
in determining what weights should be applied. 

Supplemental capital is an issue that credit unions have been 
concerned about. They would like the authority to pursue supple- 
mental capital, since their tier-one capital is generally now limited 
to retained earnings, and of course they cannot, will not issue 
stock. 

I believe your agency has indicated support for supplemental 
capital, which credit unions can’t use for leverage ratio purposes 
without a change in the Federal Credit Union Act. Why isn’t your 
agency coupling its support here in Congress for supplemental cap- 
ital for tier-one purposes with the risk-based capital proposal? 

Mr. McKenna. As you point out, it is currently a proposed rule, 
and the issue of supplemental capital will be something that we 
look at when we finalize the rule and listen to the comments. 

Mr. Sherman. So you may be putting the two together? 

Mr. McKenna. It is a possibility. 

Mr. Sherman. Okay. 

Now I would like to shift — I know a number of my colleagues 
have talked about this “Operation Choke Point.” I would ask unan- 
imous consent to put in the record an article by William Isaac enti- 
tled, “DOJ’s Operation Choke Point: An Attack on Market Econ- 
omy.” 

Mrs. Capito. Without objection, it is so ordered. 

Mr. Sherman. Thank you. 

I guess, Mr. Osterman, you have said that you are cooperating 
with DOJ on this. Is it being limited to — are you trying to choke 
off entities that had been indicted or convicted of crimes, or what 
is the target of Operation Choke Point? 

Mr. Osterman. Congressman, I am really not in a position to an- 
swer that because it is not an EDIC program. Again, we have been 
providing information to the Justice Department for their actions, 
but we — 

Mr. Sherman. Okay. But it is your examiners that are putting 
the pressure on banks to do to certain U.S. businesses what I 
spend most of my time trying to get done to the government of 
Iran, and that is deny them access to the U.S. banking system. Are 
your examiners pushing banks toward cutting off any U.S. busi- 
nesses that are — particularly those engaged in consumer credit? 

Mr. Osterman. The answer to that is no. What we have — 
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Mr. Sherman. So we wouldn’t hear testimony from those who 
deal with your bank examiners saying that they were told, “Well 
we are going to look at you more carefully unless you cut off this- 
or-that business?” 

Mr. OsTERMAN. As I have said before, we have actually put out 
a policy statement on this issue to make it very clear from the very 
top that as long as financial institutions are properly managing 
their relationships and the risks, they are neither prohibited nor 
discouraged from providing these services. 

And we have actually had the head of our examination staff talk 
with our regional offices and our field offices about this. And so, to 
the extent that this message isn’t getting through, we are certainly 
happy to hear it and try to get that message correct. 

Mr. Sherman. I think you need to get the message through. 

And, Ms. Fuchs, I look forward to your agency regulating prop- 
erly consumer lending, rather than having — 

Mrs. Capito. The gentleman’s time has expired. 

Mr. Sherman. — this get done behind the scenes without the Ad- 
ministrative Procedure Act. 

I yield back. 

Mrs. Capito. Thank you. 

Mr. Pearce is now recognized. 

Mr. Pearce. Thank you. Madam Chairwoman. 

And I thank each one of your for your presentations today. 

Ms. Fuchs, you had mentioned that you are hard at — the CFPB 
is hard at work making sure that consumers have better informa- 
tion for making financial decisions. Later, you pointed out that you 
are required to consider rural areas. Again, I point it out every 
time I have the opportunity with someone with your agency that 
you — ^your original definitions of rural versus urban put 2 counties, 
one of 8.5 people per square mile that compares to 70,000 per 
square mile in New York. You would lump them together. 

And then the other one is 6 people per mile, and the one with 
6 people per mile has a per capita income of about $25,000. So I 
am not sure exactly how that is that you are going to give con- 
sumers better information when you have missed the mark that 
far. 

I know you have done a 2-year study, but I don’t know many in- 
stitutions will go in to lend money for the long term based on 2- 
year changing regulations. I don’t really have much belief that I 
would get different answers than I have gotten before so I will just 
add a quote from one of the bankers talking about being hurt by 
the real definition, which lets you know how you are cutting 
against the grain, really not providing the security and not pro- 
viding what it is that you declare in your statement. 

A small banker in Alamogordo, New Mexico, says, “If I stop lend- 
ing — he is being hurt by this rule definition — my community will 
not have a bank to meet their needs. I am a small bank investing 
private capital to service micro needs. Wells Fargo won’t make a 
loan for an ice maker for a small business in New Mexico but I 
will.” 

And that is the sort of thing that we run into. And another com- 
ment is regarding the purchase of trailer houses, mobile homes, 
manufactured houses, whatever category you put it in, and it ap- 
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pears the CFPB doesn’t declare that to he quite up to the stand- 
ards that you would like. So your positions on qualified mortgages 
and also balloon loans make it very hard for consumers to borrow 
money for manufactured housing. 

And yet, that is 50 percent of the housing in my district, and so 
you are doing exactly the opposite of what you declare, just as a 
point of reference so you can go away and know that I have at least 
said it. 

Mr. Osterman, I was actually intrigued by your comments. As 
Mr. Westmoreland was wrapping up, you were talking about Oper- 
ation Choke Point, and do you all — as you are going in there, you 
said that it is against some State laws. Do your regulators know 
all 50 State laws? Do you differentiate? Tell me a little bit about 
how you avoid getting into areas where that is legal and those 
where it is not? 

Mr. Osterman. Again, what we do is supervise our financial in- 
stitutions, and our efforts are not targeted at legitimate businesses 
operating in compliance with the law. So our efforts are focused on 
making sure our institutions are being run in a safe and sound 
manner and that if there — and I think there is a recognition that 
there are certain types of — 

Mr. Pearce. I understand that there are certain types of things 
that are wrong, so do you bring criminal investigations? It says in 
an article that you bring criminal investigations — ^you, DOJ, FTC, 
USPIS, and FBI, and it includes the FDIC there. So you would 
bring criminal investigations too? 

Mr. Osterman. We would not be involved in criminal investiga- 
tions — if we see criminal activity, we would make a referral to the 
Department of Justice — 

Mr. Pearce. You would make a referral when somebody gets so 
far out of bounds? There are things that abridge the law and 
abridge the themes of common decency. 

Mr. Osterman. If there is illegal activity, we will make — 

Mr. Pearce. Yes. I guess that would bring me to my point — my 
recurring point with the FDIC is that you all had a supervisory 
role over MF Global, and yet no criminal charges were brought. 
That was $1.6 billion taken from customer accounts illegally. The 
Huffington Post said, “The lack of charges add to the government’s 
sad track record of toothlessness since the financial crisis.” 

And later in that article it says, “Apparently MF Global didn’t 
intend to take money from clients.” Now, I was not aware that in- 
tention was exactly the best decider, so we continue to see that cer- 
tain scale of institutions, certain connected institutions are tar- 
geted and others don’t even get criminal charges. 

I yield back my time. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Washington, Mr. 
Heck, for 5 minutes. 

Mr. Heck. Thank you, Mr. Chairman. 

I would like to take this opportunity to extend my congratula- 
tions and welcome to my friend and colleague, Mr. Horsford, who 
has joined us. I can state unequivocally that there is not a single 
member of this committee happier than me that there is somebody 
less senior than I am. 
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[laughter] 

I would also like to congratulate him on the fastest and shortest 
brevet promotion to ranking minority member in the history of the 
community. 

Ms. Fuchs, you have come in for some criticism today and be- 
fore — some warranted, some I suspect not so much. One area 
where you are generally not criticized at the Bureau is the manner 
in which you deal with servicemembers through Ms. Petraeus’ of- 
fice. I never miss an opportunity to congratulate the work of the 
agency in that regard. 

Also I think, generally speaking, people extend to you plaudits 
for the way in which you have, generally speaking, listened. You, 
I mean, of course, figuratively. 

Lots of stakeholders from our district may be critical of final 
rules, but most of what we have heard for the last year or two is, 
“We complained and they sat down and they listened.” 

One of the ways in which you are able to do that with respect 
to consumers and banks and credit unions is you actually have ad- 
visory boards that kind of formalize your ability to listen. I would 
very interested in just a sentence or two about how that makes you 
better at your job. And secondly — two-part — given that Mr. 
Pittenger has introduced an outstanding piece of legislation — sir, I 
compliment you — in the form of H.R. 4383, that would create an- 
other small business advisory committee for the CFPB for other en- 
tities that you regulate, like appraisers and title insurers, might we 
look forward to your active support of that to help you keep doing 
the good job of listening that you have done in these other areas? 
Your turn. 

Ms. Fuchs. Thank you so much, sir. I appreciate your comments 
about the CFPB’s outreach efforts, and I should — and we have 
found that both the Credit Union Advisory Committee and the 
Community Bank Advisory Committee have been very, very helpful 
for the CFPB. The CFPB writes rules across the entire financial 
services consumer finance industry, although we only examine 
larger banks and nonbanks, and so having those advisory commit- 
tees has been helpful to us. 

With respect to the legislation, the CFPB doesn’t take positions 
on pending legislation. I should say, however, as I mentioned ear- 
lier, we are the only bank regulator and one of only three Federal 
agencies that subjects itself to the small business panel require- 
ments, and we have found that extremely useful, and our econo- 
mists would say it has been very valuable to hear from small busi- 
nesses who would be affected by rules that we are planning to pro- 
pose directly about those proposals. And so that has been a very, 
very useful process. Thank you. 

Mr. Heck. Thank you. 

And my compliments again to Mr. Pittenger, for the legislation. 

Mr. Osterman, it is axiomatic that piles of cash are an inherently 
bad thing. I am just finishing up watching the Breaking Bad series 
and there is that scene in the storage room where the six-foot-by- 
six-foot-by-four-foot pile of cash is kept in the little room. There is 
nothing good about that; nothing whatsoever. 

And that is why, sir, Mr. Perlmutter and I have been working 
so hard and so aggressively with Treasury and the Financial 
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Crimes Enforcement Network (FinCEN) to issue guidance with re- 
spect to providing access to banking services to legally constituted 
marijuana businesses in Colorado and Washington, because it is a 
public safety issue. Because we have to keep marijuana out of the 
hands of children and we have to keep cash out of the hands of 
gangs and cartels. 

And, sir. Happy Valentine’s Day. On that very day, FinCEN did 
issue guidance. Please tell us how your agency will now take that 
work to the regional level and to the examiners so that they can 
provide the necessary implementation advice and guidance and get 
on with this in the interest of public safety. 

Mr. OsTERMAN. Congressman, we expect the banks to follow the 
FinCEN guidance, including the new guidance that has been issued 
and its new SAR requirements for marijuana-related businesses. 
But at the end of the day, it is up to the bank to accept the busi- 
ness as a customer after weighing the risks associated with the 
customer relationship. 

Mr. Heck. I understand that. The question is, what have you 
done now to take that guidance regionally to your examiners and 
say, “Here is our new guidance, that if you instruct things to oper- 
ate within this, that is acceptable.” What have you done to take the 
next step? 

Mr. OsTERMAN. Again, the examiners are aware of the FinCEN 
guidance. It is up to the bank to make the call as to how it is going 
to operate. 

Mr. Heck. Thank you, Mr. Chairman. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Florida, Mr. 
Posey, for 5 minutes. 

Mr. Posey. Thank you very much, Mr. Chairman. 

Thank you all for appearing here today. 

Mr. Alvarez, I would like to state a few facts, as I understand 
them, about the Volcker Rule and how it was adopted. Let me as- 
sure you that when I am finished, you will have more than ade- 
quate time to explain. 

Dodd-Frank codified the Volcker Rule as 12 USC-1851. As I be- 
lieve Mr. Garrett alluded to. Section 18-5 IG specifically states that 
the rule does not prohibit any bank from securitizing a loan. 

Now, when the proposed Volcker Rule regulations, 76 CFR 215, 
were issued on November 7 of 2011, there was no discussion as to 
whether collateralized debt obligations (CDOs) and collateralized 
loan obligation (CLOs) would be considered proprietary trading. In 
fact, sub-part A of Section 13 specifically said that securities con- 
sisting entirely of loans were not proprietary trading. 

Yet, when the financial regulations were issued on December 10, 
2013, regional and community banks suddenly discovered that reg- 
ulators had, in fact, made significant changes to the treatment of 
CDOs and CLOs and that the banks would have to get them off 
of their books in less than a year. Given the industry’s surprise 
with the final rule, I am trying to understand how this regulation 
morphed from the proposed rule to the final one, because there ap- 
pears to be something seriously wrong here. 

Furthermore, the financial industry submitted more than 18,000 
comments during the notice and comment period for the proposed 
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regulations. Yet none of them raised a concern as to how CDOs and 
CLOs would be treated. 

That tells me that if an important piece of regulation receives no 
public attention during a comment period but a great deal of atten- 
tion afterwards, you have to wonder whether the proposed rule 
was, in fact, adequately, fairly, and reasonably described when 
given for public comment, if it was described at all. So my question 
to you is, would you please give me a specific citation in the pro- 
posed rule where the treatment and CDOs and CLOs were set out? 

Mr. Alvarez. The proposed rule had something on the order of 
a dozen questions about asset-backed securitizations, including 
CDOs — asked about how the ownership interest should be defined, 
how the instrument should be treated under the Volcker Rule. As 
you pointed out, the proposal and the final rule both exempt asset- 
backed securitizations that are backed entirely by loans. 

The issue is a very small number of banks own CLOs that are 
not backed entirely by loans, that indeed are backed by loans and 
other securities that are not loans. As I mentioned, there seemed 
to be about 50 banks in that group. 

I think that may explain why there was no comment received on 
it. It is a very small universe of institutions that are affected by 
this among the thousands that are affected by the Volcker Rule. 

We have acted in a way that gives these institutions extra time. 
They have an opportunity to conform the investment in a variety 
of ways, short of divestiture. 

Some may choose to divest. As I mentioned, at least half of the 
CLOs are going to mature on their own terms during the period of 
time that we have given the institutions. So this problem is one 
that is very, very small. 

Mr. Posey. So you are telling me that securities, consisting en- 
tirely of loans, are not proprietary trading then. You are telling me 
absolutely, unequivocally, without any shadow of doubt, that they 
are being treated properly. If they are entirely consisting of loans, 
then they are not considered proprietary trading, correct? 

Mr. Alvarez. If I could make a small modification of what you 
are saying, there are two restrictions in the Volcker Rule: one on 
proprietary trading; and one on ownership of covered funds. 

The issue you are raising is about the ownership of covered 
funds. And, yes, it is true that if it is an asset-backed securitization 
entirely by loans it is not a covered fund and is not covered by the 
Volcker Rule. 

Mr. Posey. Thank you. I will hold you to that. Thank you. 

Thanks, Mr. Chairman. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentlemen from Nevada, Mr. 
Horsford, for 5 minutes. 

Mr. Horsford. Thank you very much, Mr. Chairman. 

First, I want to thank the witnesses for being here today and for 
providing so much valuable information and expertise on this sub- 
ject. 

I started my service here in Congress on the Oversight and Gov- 
ernment Reform Committee, where I learned to value the assess- 
ment of the U.S. Government Accountability Office, so I want to 
start with a 2013 GAO report entitled, “Financial Crisis Losses and 
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Potential Impacts of the Dodd-Frank Act,” and I would like to ask 
unanimous consent to enter this into the record. 

Chairman Hensarling. Without objection, it is so ordered. 

Mr. Horsford. Thank you. 

The GAO report noted that, given the tremendous cost associated 
with the financial crisis, reforms only have to reduce the likelihood 
of another financial crisis by a very small percentage in order to 
offset the cost to the industry. The GAO identified as much as $13 
trillion lost in economic output and $9.1 trillion in wealth lost by 
U.S. homeowners. 

As a resident of Nevada, I can tell you when I go back home to 
my district, I see the devastating impacts and toll that the housing 
crisis took on our constituents and the people throughout our State. 
Now, no one supports excessive, burdensome regulations. But we 
also need appropriate regulatory oversight to both protect the good 
industry players from the bad actors as well as to help consumers 
who need a fair playing field in which to operate. 

So my question is for the panel. 

Mr. Alvarez, what efforts does your agency undertake in attempt- 
ing to reduce any unnecessary burden when creating new rules and 
regulations, and what processes and procedures are in place for you 
to honor that commitment? 

Mr. Alvarez. As I described in my testimony, the Federal Re- 
serve meets with affected parties in advance of designing rules in 
the most significant cases. We seek public comment in all of our 
rulemakings, including public comment on alternative approaches, 
on ways to reduce burden, we invite comment on the cost and bur- 
dens of the rule that we are putting forward. And so, we follow 
that process. 

In addition to that, in order to ensure that there is input from 
community bankers in particular, we have set up various councils 
across the Federal Reserve System — one in each of our 12 dis- 
tricts — with representatives from the local banking communities to 
inform us of the costs and burdens of the rules we are putting for- 
ward. 

Then representatives of those councils meet with our Board of 
Governors here in Washington and pass on those concerns and 
have a chance to input their own concerns. So we do quite a lot of 
outreach, and we do quite a lot of work with institutions to try to 
make sure that within the bounds Congress has set for us in the 
statute that we are implementing, we adopt alternatives that are 
the least burdensome. 

Mr. Horsford. So, Mr. Osterman, how, then, do you get feed- 
back from both the industry and consumer side? Is it balanced? 
And fundamentally, is it different from the way past Administra- 
tions have approached that input? 

Mr. Osterman. We seek notice and comment, as Mr. Alvarez has 
stated. We also will seek input even before rules are promulgated, 
on occasion, to get input. But certainly as we go through that proc- 
ess and we issue the notice of proposed rulemaking, we get the 
comment from the industry. We look at ways to minimize — 

Mr. Horsford. What about consumer groups? 

Mr. Osterman. — the burden, and consumer groups are part of 
those groups that do provide us comments. And really, I don’t think 
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it is any different from the process that has been in place for many 
years under the Administrative Procedure Act. 

Mr. Horsford. Okay. 

Ms. Fuchs, how do you also obtain the perspective of commu- 
nities like mine that have been heavily and disproportionately im- 
pacted by the failure of a lax regulatory oversight that helped con- 
tribute to the loss of so much wealth for average, middle-class 
homeowners? 

Ms. Fuchs. The CFPB is very conscious of the history that led 
to the creation of the Bureau, and in our work, in addition to some 
of the formal procedures I talked about in my written testimony, 
the Bureau has engaged in very, very regular interaction across the 
country with all sorts of communities. Virtually every month, we 
do a field event in a different State across the country. And while 
we are there, in addition to a public hearing, we also meet with 
community groups, community bankers, and credit unions. 

Mr. Horsford. Thank you. 

Thank you, Mr. Chairman. I look forward to continuing to work 
on these issues. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Missouri, Mr. 
Luetkemeyer, for 5 minutes. 

Mr. Luetkemeyer. Thank you, Mr. Chairman. 

Mr. Osterman, my first comments or questions would be to you. 
A couple of times today you have already mentioned that, with re- 
gards to Operation Choke Point, the FDIC was working with DOJ 
and providing some information. Are you aware that the Division 
of Depositor Consumer Protection actually loaned two attorneys for 
a period of time to Operation Choke Point? 

Mr. Osterman. No, I am not, sir. I don’t believe that is correct. 

Mr. Luetkemeyer. I have a copy — or I am aware of a copy — of 
an internal memorandum that was produced for Chairman Issa 
that confirms that fact. And in talking with some of the executives 
at the FDIC, they confirmed that fact, as well, to me last week. 

So knowing that, and putting that fact before us here, I thought 
the mission of the FDIC was to work and be concerned with the — 
to ensure the safety and soundness of an institution. How do you 
rationalize loaning two of your examiners to the DOJ for Operation 
Choke Point, whose sole purpose is to run the non-deposit lenders 
out of business, a safety and soundness issue for the FDIC? 

Mr. Osterman. Again, I am not aware of that. But assuming you 
are correct in terms of what you are proposing here, as I have indi- 
cated before, our efforts aren’t targeted at legitimate businesses. 
What we are looking at is making sure our banks are running in 
a safe and sound manner. 

In terms of the Department of Justice, if they are involved in try- 
ing to stop illegal activity and they seek our assistance, we gen- 
erally would provide assistance to them so that activity could be 
addressed. 

Mr. Luetkemeyer. Mr. Osterman, I used to be an examiner as 
well. I am still involved at arms length, probably, at a community 
bank as well. So I have been on both sides of the table on this 
issue. I understand what goes on. 
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But by the same token, I am not supporting those entities that 
are illegal or are doing illegal things. I support any activity that 
you engage in to get those — to ferret those out and get rid of them. 

The problem is we are going the wrong direction. We have al- 
lowed the pendulum to sway way too far. Operation Choke Point 
is a perfect example of regulatory stuff going amuck. 

I have here an excerpt from a letter dated February 26 , 2014, 
from a banker to one of these nondeposit lenders closing his ac- 
count: “We are unable to effectively manage your account on a level 
consistent with the heightened scrutiny required by our regulators 
for money service businesses.” 

Now, this is after the fall policy statement that you made. This 
is still going on. What is heightened scrutiny? What are they refer- 
ring to? 

Mr. OSTERMAN. I am not quite sure what they are talking about. 
I can tell you that our efforts are focused on making institutions 
aware of risks that can be involved. But as long as the institutions 
are managing those relationships and the risks, they are neither 
prohibited or discouraged from providing those services. So — 

Mr. Luetkemeyer. Mr. Osterman, we have a statement from one 
of your examiners that says that he doesn’t believe that non-de- 
posit lenders have a moral right to exist. That is completely out of 
line. 

Your agency has no right to make that judgment on any busi- 
ness. Not only do we have a shadow banking system, we seem to 
have a shadow regulatory system as well. 

If you have regulators out there who are working in cahoots with 
the DOJ, who are still being punitive with regards to my letter of 
February 26th, after your stuff, and the moral judgment statement 
that is made, something has to change. Would you be willing to 
work on and put in place a safe harbor for these non-deposit lend- 
ers? 

Mr. Osterman. I think that it is up to the non-deposit lenders 
to basically create a situation where the banks can be comfortable 
with the fact that they are being operated in a way that is not ille- 
gal or creating high risk to the institution. 

Mr. Luetkemeyer. Mr. Osterman, you are regulating these enti- 
ties. You are the one who is coming down on the banks and saying, 
“Don’t do business with these.” 

My banker association was in just a couple of weeks ago, and one 
of them made the comment that, “I was doing business with one 
of these non-deposit lenders and I went by — and I will still — there 
was no problem with them, but the FDIC kept nitpicking me to 
death and I just finally got rid of them, and suddenly all my prob- 
lems went away.” That has to stop. 

I think these folks need a safe harbor where you will give the 
banking industry a way to work with these folks and protect them 
from your operation. Do you agree? 

Mr. Osterman. I think there needs to be dialogue here so that 
we can understand what the issues are and try to address them. 

Mr. Luetkemeyer. Okay. 

Quickly, Ms. Fuchs, I am very concerned because the CFPB is 
about ready to jump in this area as well with your rules. Mr. 
Cordray was in front of this committee not too long ago, and he 
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made a statement to me that he agreed that non-deposit lenders 
have a space that they need to he in and he would support them. 

On April 25 , 2012, he also said the CFPB is not in the business 
of product banning. I am going to be watching very carefully to see 
how you address that position of your Director and still allow these 
entities to exist. 

Thank you, Mr. Chairman. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Wisconsin, Mr. 
Duffy, for 5 minutes. 

Mr. Duffy. Thank you, Mr. Chairman. 

Mr. Alvarez, are you aware of whether the Fed is required to 
open up their advisory committee meetings to the public or to Con- 
gress? 

Mr. Alvarez. The Federal Advisory Committee is a statutory or- 
ganization and is not required to be open to the public. 

Mr. Duffy. Do you know why not? 

Mr. Alvarez. It allows the members of that committee — which 
are representatives of the banking industry — to give their candid 
views to the Board on monetary policy and on supervision. 

Mr. Duffy. So it is monetary policy issues that come up that re- 
quire some secrecy about what the Board is doing, right? 

Mr. Alvarez. Correct. 

Mr. Duffy. Okay. Does the CFPB have a seat at the table talk- 
ing about monetary policy? 

Mr. Alvarez. No. 

Mr. Duffy. No. 

Ms. Fuchs, is it your position that the CFPB is not required on 
the FACA to open up their meetings to Congress or the public? 

Ms. Fuchs. The CFPB is an entity within the Federal Reserve 
System, and the Federal Advisory Committee Act (FACA) does not 
require the entities of the Federal Reserve system to comply with 
FACA. 

Mr. Duffy. This is the Federal Reserve System, right? So you 
are saying that you are an integral part to the cause and the rea- 
son why the Fed is exempt, which is setting monetary policy? 

Ms. Fuchs. No, I am talking simply about the way the law is 
structured. I am not talking about the reason that Congress put 
that in place. 

Mr. Duffy. So are you prohibited from opening your meetings up 
to the public or to Congress? 

Ms. Fuchs. With respect to the Consumer Advisory Board, the 
Bureau has certain sessions that are open to the public and I am 
aware that — 

Mr. Duffy. Listen to the question. Are you prohibited at the 
CFPB from opening up your meetings to the public? 

Ms. Fuchs. We are not prohibited. 

Mr. Duffy. So you can open them up if you want to; you just 
choose not to. 

Ms. Fuchs. The Bureau has certain meetings which are open to 
the public — 

Mr. Duffy. That is not my question. You choose to shut down 
some of the meetings, right? 
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Ms. Fuchs. And it is my understanding, as well, that members 
of the committee staff have attended those public meetings. 

Mr. Duffy. And those meetings aren’t discussing monetary pol- 
icy, right? 

Ms. Fuchs. Not that I am aware of 

Mr. Duffy. And those aren’t meetings discussing covert oper- 
ations in the CIA as well, right? 

Ms. Fuchs. Not that I am aware of 

Mr. Duffy. Okay. I have a riddle for you: What do tap water, 
your glasses, and the Consumer Financial Protection Bureau all 
have in common? 

Ms. Fuchs. I do not know. 

Mr. Duffy. You don’t know? There was a blog 3 years ago, April 
6, 2011, on the CFPB Web site, and the answer is, they are all bet- 
ter when they are transparent. 

Dirty glasses are annoying, dirty water is annoying, and a dirty 
CFPB is really annoying. And if you are not transparent, which 
you have claimed the CFPB would be and you are not, that is of 
great concern to this committee. 

Look — the Credit Union Advisory Council meeting. No agenda. 
No notice of meeting. And a six-page summary of just glossary 
facts of what took place. 

You have a Community Bank Advisory Council meeting. No 
agenda. Nine pages of very glossary ideas of what took place in the 
meeting. 

The FDIC — Mr. Osterman — they have a similar meeting and 
they give an agenda; they give 20 pages of pretty detailed summary 
of what takes place in the meeting. And you are talking about the 
same issues. 

FDIC — full disclosure with an agenda. CFPB, not at all. 

You look at the Academic Research Council — no agenda. Do you 
know how long the minutes were from that meeting? It was two 
pages, one was a cover page and the other was barely a paragraph 
from the minutes. 

And the CFPB comes in here and says, “We are open. We are 
transparent. We want to disclose.” 

I would suggest that you use your discretion and you open up 
these meetings. Let us see what kind of advice you are getting, and 
who is giving the advice. I think that would serve the CFPB well, 
it would serve this committee well, and it would serve the public 
very well if you did that. 

I would just note that the Credit Union Times, on September 26, 
2013, in an article said, “Give public access to more of its meetings 
and hearings to increase transparency.” And that was in relation- 
ship to the CFPB. 

If you want to get buy-in from this committee, your lack of trans- 
parency in the face of all the claims that were made about how 
transparent you would be with little cute jokes and blog posts 
about how wonderful it would be at the CFPB, you haven’t met the 
standard. You haven’t met the standard that was set by Elizabeth 
Warren. 

Also in that same blog post it said, “Last month we blogged 
about our commitment to making sure it is always sunny at the 
CFPB.” 
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Ms. Martin, in her testimony last week, I am sure she would say, 
“It is not always sunny at the CFPB.” I think she actually testified, 
“It is a nightmare at the CFPB.” 

Let’s open it up. Let’s air it out. Let’s have the transparency that 
you all promised. 

I yield back. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentlemen from New York, Mr. 
Grimm, for 5 minutes. 

Mr. Grimm. Thank you, Mr. Chairman. 

I would like to follow up where Mr. Luetkemeyer left off, with 
Mr. Osterman. This Operation Choke Point gives me tremendous 
concern because it can certainly be Federal agencies like DOJ and 
others using a cloak of law enforcement to weed out and combat 
fraud and intentionally harming lawfully operating businesses. 

Listen, anyone who is not doing the right thing, not following the 
law, we have to get rid of them. But you can’t put the standard of 
“guilty until proven innocent.” And in your last comment you said 
that these payday lenders and store fronts, non-deposit lenders, 
they have to meet this heightened standard, which means they are 
already assumed guilty. That is not how this works. 

I just want to be clear: If payday lending is going to be deemed 
illegal, the Congress will say so, not your agency. Are we on the 
same page there? 

Mr. Osterman. Yes. 

Mr. Grimm. Okay. Because it doesn’t seem that way. 

My understanding is the FDIC has a list of businesses that are 
on a heightened scrutiny list. That, in and of itself, causes me some 
concern. 

My question is, I understand that if the DOJ requests your as- 
sistance you are going to give that assistance. Has anything about 
Operation Choke Point caused you concern enough to maybe ask 
some questions of DOJ and say, “Hey wait a minute, you know, we 
want to be helpful but we may be breeching our own fiduciary re- 
sponsibility?” Is there anything that has given you concern about 
Operation Choke Point? 

Mr. Osterman. We have operated entirely consistent with our 
statutory mission in providing assistance to the Department of Jus- 
tice — 

Mr. Grimm. But my question wasn’t whether you were within 
your statutory obligations. My question was, has there been any- 
thing that has given you concern? Has there been anything that 
has given you concern where you think maybe something isn’t ap- 
propriate, that you may be overstepping a line? 

Mr. Osterman. To the extent that we understand DOJ is seeking 
to stop illegal activity, there is not anything inappropriate there. 
And in fact, you talk about this list of high-risk activities. That is 
a list that the payment card industry has created themselves. It 
was a list that we put in our Supervisory Insights Journal a few 
years ago. And it basically is a list of high-risk activities that tend 
to have a higher incidence of fraud or illegal activity associated 
with those, so — 

Mr. Grimm. Let me ask you this question. Let’s talk about civil 
investigative demands (CIDs) for a second. It has been reported 
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that at least 50 banks and third-party payment processors have 
been given these CIDs as part of this operation. 

Before issuing a CID, does the FDIC — do you request of DOJ 
that they give you any type of information to ensure that it is cred- 
ible and that it is a reasonable cause to conclude that there was 
a substantial likelihood that the targets had, in fact, engaged in 
some kind of fraudulent activity? 

Mr. OSTERMAN. I am not familiar with the CID acronym, but to 
the extent that DOJ is doing an investigation, that is their inves- 
tigation. We have been — we would provide them, respond to ques- 
tions, that type of thing, but that would be their investigation. I 
don’t think they would come to us on that. 

Mr. Grimm. I just want to be clear then, whatever DOJ asks for, 
the FDIC provides without asking any questions. You don’t do any 
internal investigation of any sort, so whatever DOJ asks for, you 
pretty much provide? 

Mr. OsTERMAN. No, I don’t — that is not correct. It would have to 
be a legitimate law enforcement activity that we would be sup- 
porting DOJ on. We would cooperate — we cooperate with other 
agencies as well in ensuring that the statutory mission of the agen- 
cy is fulfilled. 

Mr. Grimm. As far as you know, the coordination involvement, 
does it involve any attorneys general from other States with Oper- 
ation Choke Point? 

Mr. OsTERMAN. I don’t know the answer to that question. 

Mr. Grimm. How about any other consumer advocacy groups? 
Has there been any communications or involvement with consumer 
advocacy groups? 

Mr. OsTERMAN. Again, I am not aware of the answer to the ques- 
tion. 

Mr. Grimm. I am asking specific with the FDIC, not with DOJ. 

Mr. OSTERMAN. Right. 

Mr. Grimm. As far as you know — 

Mr. OsTERMAN. Right. I am not aware of it myself. 

Mr. Grimm. You are not aware of any? 

Mr. OSTERMAN. No. 

Mr. Grimm. Okay. 

I yield back. Thank you. 

Chairman Hensarling. The gentleman yields back. 

The Chair now recognizes the gentleman from Ohio, Mr. Stivers, 
for 5 minutes. 

Mr. Stivers. Thank you, Mr. Chairman. I really appreciate you 
holding this hearing. 

And I appreciate the witnesses being here and their time. We are 
in a difficult time in this economy. There are still a lot of jobs that 
need to be added, and the way you have to add those jobs is you 
have to figure out how to finance that growth of our economy, and 
the financial sector has done that. 

I am really concerned about a couple of things that I want to talk 
about and ask some questions about. The Operation Choke Point 
really has me worried about the overreach of government and gov- 
ernment shutting down properly licensed State businesses with 
which they just don’t agree. 
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And it gives me cause for concern about other businesses, wheth- 
er they be opposed by folks on the left or the right. Government 
can really abuse its power and it really worries me. 

I have a testimonial from an Ohio-based company that has had 
a 20-year partnership with a financial institution, and with no 
warning they got a call just a few weeks ago and the bank is going 
to terminate their banking relationship after a 20-year relationship 
because of reputational risk. And that reputational risk is driven 
by our regulatory policy and regulatory pressure, and I am really 
worried about that. 

So I want to ask the FDIC whether, Mr. Osterman, you believe 
there should be a safe harbor? I know somebody has brought this 
concept up to you, but why shouldn’t State-licensed businesses 
have a safe harbor to know that they are going to be able to keep 
their relationships? 

Mr. Osterman. I think as long as you have a situation where the 
entity is operating in a legal fashion, that should take care of ad- 
dressing the issue. What we have seen in the past is there are cer- 
tain types of businesses that have been viewed as high-risk by the 
payment card industry and others because of the higher incidence 
of fraud or illegal activity, and to the extent that — 

Mr. Stivers. Sure. And I just hope your agency will put in writ- 
ing what you just said, that if you are operating under a State li- 
cense legally, that you — that is a safe harbor. So I would ask you 
to go back and put that in writing. 

One question for Mr. Alvarez, and I know this has come up al- 
ready, on CLOs. Can you tell me where in Dodd-Frank you don’t 
have the power to grandfather CLOs? Because a 2-year extension 
and a grandfathering aren’t that much different except a 
grandfathering would allow those entire portfolios to run off in 
their fairly shortened duration. 

So can you help me understand? Can you cite the section or the 
page number of Dodd-Frank that doesn’t give you the authority you 
claim you want? 

Mr. Alvarez. I can’t cite the page number or the section but I 
can tell you what it says. There is a provision in the Dodd-Frank 
Act that says all investments and activities by banking entities 
must conform with the requirements of that section by the effective 
date, which is July 21, 2014, unless the Federal Reserve Board pro- 
vides an extension. 

Then the statute goes on to say the Federal Reserve may provide 
one extension at a time for a cumulative amount of no more than 
three extensions. 

Mr. Stivers. Okay. So that seems pretty clear to me how long 
these CLOs are. You could have made the extension an essential 
grandfathering by looking at the term. 

These things run off in 3 to 5 years. They are relatively short- 
term. Why not deal with the whole thing instead of having to take 
two bites of the apple? It just doesn’t make sense. 

Mr. Alvarez. No, I appreciate that. And I think we would have 
appreciated the flexibility to be different, but the statute is quite 
specific. It says that we can grant three, 1-year extensions, but no 
more than one at a time. And we thought that — so we indicated our 
intention to grant those extensions. We have already granted one; 
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we did so just in this past December. And we will grant the next 
two in turn. 

Mr. Stivers. Thank you. 

The only thing I would add about that is we have talked a little 
bit today about uncertainty. When you do multiple extensions and 
you do them for shorter duration, it adds to uncertainty for these 
businesses that finance things through CLOs, to the marketplace, 
and to those financial institutions which need that capital. So I 
would be concerned about that. 

One last question for Mr. Osterman: The FDIC approved a bunch 
of tailored plans at the end of the year for some resolution of some 
of the smaller banks. Do you think that adds any risk to the sys- 
tem? 

Mr. Osterman. I am not familiar with what you are referring 
to — tailored plans? 

Mr. Stivers. Yes. 

Mr. Osterman. In connection with — 

Mr. Stivers. In resolution. 

Mr. Osterman. Oh, in terms of the resolution. The — 

Mr. Stivers. So you obviously don’t think it adds risk, right, or 
you wouldn’t have approved them? 

Mr. Osterman. The plans were not approved. We are going 
through a process of reviewing the resolution plans and they have 
not been approved. They are in the process of being reviewed and 
it is an — 

Mr. Stivers. I know I don’t have much time left. When you allow 
people to submit tailored plans, clearly you understand there is not 
much risk there, and — 

Chairman Hensarling. In fact, the gentleman has no time left. 

Mr. Stivers. Thank you, Mr. Chairman. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from South Carolina, 
Mr. Mulvaney, for 5 minutes. 

Mr. Mulvaney. Mr. Osterman, I don’t want to sound like we are 
piling on here, but for some of us this Operation Choke Point infor- 
mation is just coming to the fore. And I was particularly struck by 
Mr. Luetkemeyer’s opening comments, when he had the letter from 
the bank to the non-depository financial institution saying, “Look, 
you are a good customer; you are doing everything legally; you 
have been a great customer for a long time, but we just can’t do 
business with you anymore.” 

And when you add that to the statements from a bureaucrat, no 
matter how low-ranking they may be, who says to a particular 
legal industry, ‘You don’t have the moral right to exist,” this is the 
type of thing that, congratulations, now you have our attention. 
That is not the kind of thing that goes away, and I hope you send 
that message back to the FDIC. 

In fact, I hope that all of you take it to your various agencies. 
And it is not just that saying it is the problem; it is thinking it that 
is the problem. The fact that anybody would actually think that in 
this country, somebody else doesn’t have the right to do something 
that is moral really gets our attention and it is not going to go 
away anytime soon. 
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Let me ask you, your written testimony lays out, I think, very 
well the purposes of the FDIC, so you have an ongoing commitment 
to ensure that its regulations and policies achieve legislative and 
regulatory goals in the most efficient and effective manner possible. 
Is it a legislative goal of the FDIC to restrict the legal operation 
of a non-depository financial institution business? 

Mr. OSTERMAN. No, it is not. In fact, we wouldn’t — we obviously 
wouldn’t be legislating. That would be up to you all, but — 

Mr. Mulvaney. Is it a regulatory goal of yours? 

Mr. OSTERMAN. No. 

Mr. Mulvaney. Okay. Is there anything inherently unsafe or un- 
sound — you have talked today about your job, which is to make 
sure that financial institutions are safe and sound and operated in 
such a manner. Is there anything inherently unsafe or unsound 
about short-term lending, properly conducted, or non-depository fi- 
nancial lending, properly conducted? 

Mr. OSTERMAN. Right. If it is properly conducted, it should be 
fine. 

Mr. Mulvaney. Is there a value to those services to the market? 

Mr. OsTERMAN. I believe there is. 

Mr. Mulvaney. Would removing those services to the market 
make the market less safe and less sound? 

Mr. OsTERMAN. Yes. If you don’t have the — 

Mr. Mulvaney. If Operation Choke Point has the unintended 
consequence of driving those legal businesses out of the market, 
would it be incumbent on the FDIC, in order to ensure the safeness 
and soundness of the markets, to prevent that from happening? 

Mr. OsTERMAN. We have issued a policy statement that outlines 
the FDIC’s position in connection with this type of activity. Again, 
our position is that our efforts are not targeted at legitimate busi- 
nesses operating in compliance with the law. 

Mr. Mulvaney. You go on to say in your written testimony, and 
I think, again, it is properly stated, that another critical component 
of our rulemaking process is to provide the public the opportunity 
to participate in notice and comment rulemaking, et cetera, which 
I happen to agree with. 

Have you ever paid for a witness? Excuse me, have you ever paid 
for somebody to participate in the audience at one of your meet- 
ings? 

Mr. OsTERMAN. No, not that I am aware of. 

Mr. Mulvaney. Would it be appropriate for you to do that? 

Mr. OsTERMAN. I don’t know — 

Mr. Mulvaney. Would it be appropriate for you to stack the au- 
dience? 

Mr. OsTERMAN. — but it would depend on the particular cir- 
cumstances of — 

Mr. Mulvaney. That should be a fairly safe answer, right? Mr. 
Osterman, of all the questions I asked you today, that is probably 
the safest. It is safe to say that is not appropriate, right? 

Mr. Osterman. I think I know where you are going with this. 

Mr. Mulvaney. Where am I going with this, Mr. Osterman? 

Mr. Osterman. I think you may want to ask my colleague the 
question. 

Mr. Mulvaney. That is exactly where I am going with this. 
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What were you all thinking? Seriously, to pay somebody to come 
and participate in the — to plant somebody in the audience? And I 
know the story that maybe they were going to be on the panel or 
maybe they weren’t. But you all admit now yourself this was 
wrong, right? 

Ms. Fuchs. I don’t know all the details of how the decisions were 
made, but it is not our general policy to do that. 

Mr. Mulvaney. And it is not going to happen again, right? 

Ms. Fuchs. I would imagine, but I — 

Mr. Mulvaney. Would you change your policy, please, on when 
you release your press statements? 

Right now, you all don’t — ^you all do what is called “midnight em- 
bargoes.” You issue something in the afternoon but you don’t let 
people talk about it till after midnight or late at night. Would you 
change that policy? 

Ms. Fuchs. We try to release our materials so that the press and 
other — 

Mr. Mulvaney. The FDIC doesn’t do that, do they? In fact, no- 
body else here does that, do they? 

Yes. Okay. 

I have 50 seconds left. I have a question for you, Mr. Alvarez, 
and it is on an entirely different topic. 

Governor Tarullo was here and we asked him a Dodd-Frank 
question. I laid out — and I won’t have time to give all the details — 
a specific trade, okay, under the Dodd-Frank prohibitions on pro- 
prietary trading. And I said, “Look, this is the type of trade where 
it seems that the SEC, the OCC, and the FDIC might all have con- 
current jurisdiction.” 

And in response to my question, he said, “No. Whoever is the pri- 
mary regulator has, by congressional delegation, the regulatory au- 
thority over them.” And when I asked him if they could be over- 
ruled by another one of the folks who have jurisdiction, he said, 
“No. There is no real shared jurisdiction over a particular trade. 
There is one regulator on every single trade under Dodd-Frank.” 

Does that comport with your understanding of the implementa- 
tion of that rule, sir? 

Mr. Alvarez. I think he must have been referring to the fact 
that — 

Mr. Mulvaney. I’m sorry. I said Dodd-Frank. I meant Volcker, 
and I apologize. But I would love to hear your answer. 

Chairman Hensarling. Quick answer, please. 

Mr. Mulvaney. Does that comport with your understanding, sir, 
of the implementation of the Volcker Rule? 

Mr. Alvarez. The statute provides that each legal entity is regu- 
lated by a particular regulator, and only one regulator. So to the 
extent — I don’t — ^your question — if your question was about a legal 
entity doing a transaction, there is only one regulator for that legal 
entity under Dodd-Frank. 

Mr. Mulvaney. And they can’t be trumped by any other regu- 
lator? 

Mr. Alvarez. Not under the Volcker Rule. 

Mr. Mulvaney. Thank you, sir. 

Chairman Hensarling. The time of the gentleman has expired. 
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The Chair recognizes the gentleman from Florida, Mr. Ross, for 
5 minutes. 

Mr. Ross. Thank you, Mr. Chairman. 

Being from Florida, I had an opportunity when we had our pay- 
day lending issues that were pretty bad — and in fact, I was in the 
legislature at the time and we passed some laws that have become 
now the gold standard, I think, for all other States to follow with 
regard to payday lending. 

So I am really interested in what the Federal Government is 
going to do when it comes to this industry, and I guess I want to 
ask the first question of Ms. Fuchs, Mr. Osterman, and Ms. Friend. 
And following up on what Mr. Mulvaney was talking about, if the 
regulatory control is so strong to restrict or otherwise cut off the 
supply, if you will, of payday loans, is it your understanding, then, 
that the demand would go away? 

Ms. Fuchs? 

Ms. Fuchs. The Bureau is looking at payday lending right now 
and looking at whether rules are — 

Mr. Ross. I guess what I am getting at is that we could all agree 
that if you can — if, through Operation Choke Point and whatever 
other methods have been out there, to try to prohibit the market 
from existing, that the demand will still exist, will it not? There 
will still be people who will need the use of payday loans. Banks 
don’t want payday loans. There is a market niche for payday loans, 
is there not, Ms. Fuchs? 

Ms. Fuchs. We understand that there is a need for small-dollar, 
short-term lending, and the Bureau is very conscious of that and — 

Mr. Ross. And, Mr. Osterman, you would agree, too? 

Mr. Osterman. Yes. 

Mr. Ross. And, Ms. Friend, you would agree, as well? 

We have to live with the fact that demand will be there, and if 
we try to overregulate the supply, there will be a black market for 
it, which will make matters worse. And I think Mr. Osterman kind 
of alluded to that when he was answering Mr. Mulvaney’s ques- 
tions. 

Now, having said that. Operation Choke Point talks about mak- 
ing sure that illegal entities are not given the banking relation- 
ships, but has there been any guidance for legal entities in that re- 
gard under Operation Choke Point? 

Mr. Osterman? 

Mr. Osterman. Again, Operation Choke Point is a Department 
of Justice action going after illegal activities. What we have said 
at the FDIC is we are not targeting legitimate business. And all 
we want is to make sure our banks are running in a safe and 
sound manner. That is our perspective. 

Mr. Ross. I appreciate that, but I have had people come to me, 
bankers come to me — 

Mr. Osterman. Yes. 

Mr. Ross. — recently, within the last month, 2 months, who have 
been told that because of the — what was it, the relational, 
reputational risk that they should not be engaged with this par- 
ticular entity. Now, this is a legal entity. Are you offering any guid- 
ance to these banking institutions as to what legal entities are 
okay with them to operate? 



62 


Mr. OsTERMAN. We have issued a financial institution letter, 
which has gone out to the industry, indicating that as long as the 
bankers are dealing — they do their due diligence and ensure that 
those entities are operating in a legal manner — 

Mr. Ross. And do you give them — 

Mr. OSTERMAN. — then that is — 

Mr. Ross. — the standards of that due diligence, or is that left 
open to a — 

Mr. OsTERMAN. That is up to them. We are not going to prescribe 
that. 

But we also told our regional offices and field offices that as long 
as people were acting in a legal manner, it is not our job to — 

Mr. Ross. For those banks that have been wrongly terminated, 
in terms of their relationship with legal entities, have you done 
anything to facilitate the rebuilding of those relationships? 

Mr. OsTERMAN. This is something that is just happening very re- 
cently. 

Mr. Ross. Yes. 

Mr. OsTERMAN. Right. And so, we are, again, letting our exam- 
iners know what the expectations are. And I think there was an 
article today in The Banker indicating that the industry itself was 
looking at how to police itself and create some standards that could 
be used to ensure that they are operating in a way — 

Mr. Ross. That these legal entities are not interrupted with their 
banking relationships. 

Ms. Friend, the OCC has been rather quiet on any guidance. Is 
that a pattern that I think we are to expect or do you expect there 
to be some guidance with regard to payday lending and Operation 
Choke Point, for that matter? 

Ms. Friend. We don’t have any guidance on Operation Choke 
Point. As has been said before, it is a Department of Justice inves- 
tigation so we are not part of that. 

We had issued guidance in 2008, and our examiners and banks 
have been following that. And that basically suggests the banks 
have to do due diligence when they bank different types of cus- 
tomers. 

Mr. Ross. And one quick question for Mr. McKenna, because I 
don’t want to leave you out there. I know it has been a little quiet 
lately. 

With regard to risk-based capital rules, do you have a timeframe 
for the implementation of those? Banks have, I think, 1 to 2 years 
to have it. What do you say — 

Mr. McKenna. The comment period currently ends on May 28th, 
and we will be considering all the comments, and then we will de- 
cide on the implementation after that. 

Mr. Ross. Okay. 

Thank you. I yield back. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair recognizes the gentleman from North Carolina, Mr. 
Pittenger, for 5 minutes. 

Mr. Pittenger. Thank you, Mr. Chairman. Thank you for calling 
this important hearing. 

I would like to thank Congressman Heck, my colleague and the 
esteemed friend that I have who is now serving as a ranking mem- 
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ber, for his very kind comments regarding the CFPB Small Busi- 
ness Advisory Council. And I look forward to working with him on 
the passage of this bill, and thank him for joining with me as a 
sponsor of this bill. 

I would like to say that as such, Ms. Fuchs, you all have been 
able to establish the Community Bank Advisory Council, the Credit 
Union Advisory Council, and the Academic Research Council, all 
done without legislative action. I think I am just curious to know 
why you would not have done this council for the small business, 
given the critical importance that it plays. 

Ms. Fuchs. Thank you so much for your question. 

As I mentioned before, we actually currently have a very, very 
good means of getting small-business input when our rules are 
going to affect small businesses. So through our small-business 
panels, we provide small businesses with information on proposals 
before we propose a rule. We meet with them — 

Mr. PiTTENGER. But you would agree that these — this council 
then — formalize this and create a better opportunity for dialogue 
and input from small business? 

Ms. Fuchs. The Bureau doesn’t take a position on legislative 
bills. 

Mr. PiTTENGER. Thank you. 

Ms. Fuchs. I am happy to bring back your comments — 

Mr. PiTTENGER. I understand. 

We moved into a new house 5 years ago and my wife wanted 
some bushes planted. And we planted these bushes and I got a 
really fine person out there to help me do it. And in about a year, 
those bushes died. 

So we planted some more bushes. And in another year, those 
bushes died. And then it happened again, and I thought, “Now, 
something is wrong.” 

So I got another guy out there and he started digging. And he 
found a lot of red clay — impervious soil that wouldn’t let the water 
go through. 

And it made me think, all the good efforts of those folks who 
were planting those bushes was to no avail because those bushes 
would turn yellow, and they would look bad, and some would die. 
And they couldn’t function. 

And it seems to me that, although sincerely done and with good 
intentions, the enormous regulatory environment that we have 
today is killing the needed growth for our economy. 

As I recall, back in the 1970s we had very high interest rates, 
high unemployment — it was a very difficult time. It was called the 
malaise of Jimmy Carter. 

And following his completion of his term there was a man elected 
named Ronald Reagan. And Ronald Reagan came in and he cut all 
these enormous regulations. And what happened was, in a matter 
of 2 years we were creating 300,000, 400,000, 500,000 jobs a 
month. One month, a million jobs. 

We weren’t having an anemic job growth of — or economy of 2 per- 
cent. We had about 1.6 percent economic growth. 

Do you think maybe with all these good intentions, we have cre- 
ated an impervious soil that we can’t grow? And do you feel any 
concern that maybe, although well-intended, the impediments are 
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there — these rules, these regulations, these requirements, the un- 
certainty in the market because of not knowing what the regulators 
are going to do next? 

It seems to me that would be first on my mind to consider that 
maybe what was intended for good is really meant for bad. 

Do you have a comment you would like to make on that? 

Sure, we will start with you, Ms. Fuchs. 

Ms. Fuchs. We very much share your concerns about regulatory 
certainty, and that is why we have many means of speaking with 
industry. At the same time, we also hear from consumers. And 
through our consumer response function we have received over 
300,000 complaints from consumers about issues that they are see- 
ing with their consumer finance activities. And — 

Mr. PiTTENGER. Let me give you one example that occurred in 
my own town. A wonderful little bank. Bank of Commerce, about 
a $130 million bank, just announced last month that it had to 
merge with a larger bank. It could not absorb the regulatory re- 
quirements imposed on it — the same requirements of the larger in- 
stitutions. And now, they have gone out of business. 

In 2007, we had about, oh, I think 8,500 banks in this country, 
and now there are about 6,800. That is a loss of 1,700 banks that 
have either had to merge or they have had to be absorbed. 

And I just think that there should be some serious consideration 
on revamping everything that we are doing on our regulatory envi- 
ronment. 

Thank you. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Pennsylvania, Mr. 
Rothfus, for 5 minutes. 

Mr. Rothfus. Thank you, Mr. Chairman. 

Ms. Fuchs, under analysis done by the CFPB for the QM rule, 
pursuant to the Paperwork Reduction Act, the Bureau estimated 
that the compliance burden for the QM rule for one person is only 
30 minutes and the estimated burden for each financial institution 
subject to QM is 1 hour. 

Do you believe that these are reasonable estimates? 

Ms. Fuchs. When the Bureau is engaged in the rulemaking, it 
does whatever it can to get data on the cost and the burden of the 
rulemaking. We try to understand what institutions do to comply 
with the rule. In fact, the Bureau has conducted a study about 
operational compliance activities that banks engage in — 

Mr. Rothfus. So do you believe these are reasonable estimates 
then? 

Ms. Fuchs. I believe they are reasonable. 

Mr. Rothfus. Okay. The Paperwork Reduction Act analysis for 
the QM rule fails to provide an analysis for how the financial insti- 
tution 1-hour estimate was calculated. Will you commit to pro- 
viding this committee with a more detailed and thorough analysis? 

Ms. Fuchs. When we do our Paperwork Reduction Act analysis, 
we do publish it in our proposal and our final rule. And so we take 
public comments, which is essentially the way the — 

Mr. Rothfus. Again, there was a failure to disclose how you ar- 
rived at 1 hour for the financial institution. Will you commit to pro- 
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viding this committee with a more detailed and thorough analysis 
of that? 

Ms. Fuchs. I will certainly take back your comments to our 
economists. We try to do our best to explain both the data we rely 
on and the methodology in reaching our results. 

Mr. Rothfus. We are already seeing the first signs that some 
smaller community financial institutions are exiting the mortgage 
business rather than trying to navigate the liability risk and exces- 
sive compliance costs inflicted by the Bureau’s qualified mortgage 
rule. Indeed, a recent American Banker headline has suggested 
that QM will come to stand for “quitting mortgages.” 

Ms. Fuchs, how do you reconcile the one-size-fits-all approach 
taken by the CFPB in promulgating the QM rule with your statu- 
tory obligations to promote consumer choice and facilitate access 
and innovation in the marketplace? 

Ms. Fuchs. Thank you for your question. 

The QM rule was specifically designed to consider the differences 
between smaller lenders and larger lenders, including lenders in 
rural and underserved areas. 

We include within the loan specific provisions for small creditors 
who hold loans within their portfolio. We also have a 2-year win- 
dow under which small creditors may make balloon loans that are 
held within portfolio. 

All of these things are in direct response to comments we heard 
from smaller lenders about the impact of the — 

Mr. Rothfus. Again, does it concern you, though, that entities 
will stop making mortgages as a result of this rule? 

Ms. Fuchs. The Bureau is watching the impacts of the QM rule. 
And as I mentioned earlier, the rule was specifically designed so 
that 90 percent to 95 percent of the mortgages that were being 
made before the QM rule was put in place would be covered by the 
QM rule. 

Mr. Rothfus. But won’t the overall effect of the QM rule be to 
advantage certain types of products and certain terms in the mar- 
ketplace over others? 

Ms. Fuchs. Don’t forget that after the financial crisis, the mar- 
ketplace changed. And the marketplace changed because there 
were products that caused the very risks that led to the financial 
crisis. 

We anticipate that over time, as the market — 

Mr. Rothfus. So you wouldn’t agree that maybe the cause was 
when the former chairman of this committee talked about rolling 
the dice with respect to the housing market? 

Ms. Fuchs. No. We feel that as the market gets comfortable with 
the QM rule, lending will evolve. And we anticipate that there will 
be innovation in the non-QM space. In fact, we specifically were 
trying to preserve room for that innovation when we crafted the 
rule. 

Mr. Rothfus. In an article that appeared — this is going to go to 
Mr. Osterman and Mr. Alvarez — in the pages of The Wall Street 
Journal, it was reported that in the third quarter of 2013, the num- 
ber of federally-insured banks in the United States fell below 7,000 
for the first time since Federal regulators began keeping track in 
1934. 
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Are you concerned about this increased level of consolidation in 
the banking industry? 

Mr. OsTERMAN. Thanks for your question. It is something that 
we are monitoring. It has been a cyclical process. If you look at the 
way the economy has been, it has been very difficult to — 

Mr. Rothfus. Does the consolidation in the industry concern 
you? 

Mr. OsTERMAN. Even though there has been consolidation, insti- 
tutions below the $10 billion and billion dollar range have contin- 
ued to be a very vital part of the economy. 

So the other thing is, in terms of new institutions getting into 
the industry, given the fact that we have been in such a difficult 
financial situation, what we have had is people coming in and actu- 
ally investing in existing institutions, putting capital in those insti- 
tutions. 

Mr. Rothfus. And how many institutions have been created 
since this law was passed? 

Mr. OsTERMAN. Since Dodd-Frank? 

Mr. Rothfus. Since Dodd-Frank was passed. 

Mr. OsTERMAN. Again, the economic situation — I think we had a 
de novo last year that was created. It has been very low — very low 
amounts. 

Mr. Rothfus. Thank you, Mr. Chairman. 

Chairman Hensarling. The time of the gentleman has expired. 

There are no other Members in the queue. 

I would like to thank the witnesses for their testimony today and 
for their patience in having to sit all this time. 

The Chair notes that some Members may have additional ques- 
tions for this panel, which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 5 legis- 
lative days for Members to submit written questions to these wit- 
nesses and to place their responses in the record. Also, without ob- 
jection, Members will have 5 legislative days to submit extraneous 
materials to the Chair for inclusion in the record. 

This hearing stands adjourned. 

[Whereupon, at 1:31 p.m., the hearing was adjourned.] 
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Opening Statement of Congresswoman Carolyn B. Maloney 
Full Committee Hearing on Dodd-Frank Implementation 
April 8, 2014 

Thank you, Mr. Chairman and Ranking Member Waters, for holding this hearing, 
and thank you to the witnesses for appearing here today. 

Dodd-Frank was the most sweeping overhaul of our financial regulations since the 
Great Depression. The implementation process for such a sweeping overhaul was 
never going to be short — nor should it be. 

People often cite the post-Depression financial reforms as a model of success, but 
it’s important to remember that those reforms also took a very long time to 
implement. 

While the Securities Act of 1933 was a landmark reform of our securities markets, 
the SEC didn’t adopt the ‘33 Act’s main anti-fraud rule — Rule 10(b)(5) — until 
1948, or over 15 years after the ‘33 Act was passed. 

It’s also important to recognize that financial reform is a work in progress — and 
will improve and solidify with time. 

When the Investment Company Act of 1940 was passed, it was called, at the time 
— and I quote — “the most intrusive financial legislation known to man or beast.” 

That same “intrusive financial legislation” gave birth, of course, to the large and 
thriving U.S. mutual fund industry. 

In sum, financial reform — done properly — takes time. It requires flexibility on 
the part of regulators. Congress, and the industry. 

So far, the regulators have shown great flexibility in implementing Dodd-Frank, 
and I urge the regulators to continue this practice as they finalize the last of the 
major Dodd-Frank rules. 

I look forward to hearing from the witnesses, and I yield back. 
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Chairman Hensarling, Ranking Member Waters, and other members of the committee, I 
appreciate the opportunity to testify on recent rulemakings and other actions by the Federal 
Reserve. In my testimony, I will discuss some of the actions that the Federal Reserve has 
completed or has under way to implement the Dodd-Frank Wall Street Reform and Consumer 
Protection Act (Dodd-Frank Act) and other reforms to promote a stable financial system and to 
strengthen the resiliency of banking organizations. The Federal Reserve is committed to 
strengthening the safety and soundness of the financial companies it supervises so that these 
organizations have the ability to meet their financial obligations and continue to make a broad 
variety of financial products and services available to households and businesses even in times of 
economic difficulty. 

The Federal Reserve has made significant progress in implementing the Dodd-Frank Act 
reforms, which were designed to improve the resiliency of financial firms and the system as a 
whole. At the same time, we recognize that regulatory compliance can impose a 
disproportionate burden on smaller institutions. Smaller institutions tend to lend in 
neighborhoods where the institutions’ depositors live and work, helping to ensure that local 
communities maintain access to credit. In addition to overseeing large banking firms, the 
Federal Reserve supervises approximately 800 state-chartered community banks that are 
members of the Federal Reserve System and several thousand small bank holding companies. 

The Federal Reser\'e has strived and will continue to strive to ensure that its regulations and 
supervisory framework are not unnecessarily burdensome for community banking organizations 
so they can continue their important function of safe and sound lending to local communities. 
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Recent Regulatory Actions Taken to Increase the Resiliency and Safety and Soundness of 
the Banking Industry 

Implementation of Basel III 

In July 2013, the Federal Reserve, together with the Office of the Comptroller of the 
Currency (OCC) and the Federal Deposit Insurance Corporation (FDIC), approved final rules 
implementing the Basel III capital framework, as well as related changes required by the Dodd- 
Frank Act. The new capital rules strengthen tire safety and soundness of banking organizations 
both by improving the quality of what constitutes regulatory capital and by requiring banking 
organizations to hold more capital. Specifically, the minimum tier 1 capital ratio was raised 
from 4 to 6 percent of risk-weighted assets, and a new minimum common equity tier 1 capital 
ratio of 4.5 percent of risk-weighted assets was established. The rules also require a capital 
conservation buffer of 2.5 percent of risk-weighted assets to ensure that banking organizations 
build capital when they are able to do so. The rules also introduced a more risk-sensitive 
standardized approach for calculating risk-weighted assets. 

In adopting the final capital rules, the banking agencies sought to strengthen the quality 
and quantity of bank capital without imposing unnecessary burden on community banks. To 
achieve this goal, the banking agencies in the final rule made changes to the proposal to address 
concerns about regulatory burden on community banks. Many of the Basel III requirements will 
not apply to smaller banks-including the countercyclical capital buffer, supplementary leverage 
ratio, trading book reforms, accumulated other comprehensive income flow through, higher 
capital requirements for counterparty credit risk on derivatives, and disclosure requirements. 

The Federal Reserve and the other banking regulators also Issued a Community Bank Guide to 
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the new capital rules to help non-complex community banking organizations understand the 
applicability of the new rules to their operations. 

Slress Testing and Capital Planning Requirements for Large Banking Organizations 

The comprehensive stress testing conducted by the Federal Reserve, pursuant to the 
Dodd-Frank Act and in connection with the annual Comprehensive Capital Analysis and 
Review (CCAR), is one of the Federal Reserve’s most important tools for ensuring the 
resiliency of banking firms during periods of financial or economic stress. This exercise and the 
accompanying rules apply to the largest banking organizations, and recognize the greater risk 
these firms pose to financial stability in times of stress. 

Last month, the Federal Reserve published the results of its annual stress tests, which 
demonstrated that the largest banking institutions in the United States are collectively much 
better positioned to continue to lend to households and businesses and to meet their financial 
commitments in a severe economic downturn than they were five years ago. The stress tests 
this year were the fourth round led by the Federal Reserve since 2009. This year, in addition to 
the 1 8 institutions that have been part of previous stress tests, an additional 12 firms with assets 
greater than $50 billion were included. 

The quantitative results from the scenarios in the supervisory stress tests are one 
component of the Federal Reserve’s analysis of the capital adequacy at the largest financial 
institutions during the CCAR. The Federal Reserve also evaluates each institution’s capital 
planning process, in particular the firm’s ability to account for the idiosyncratic risks of the firm 
and the firm’s ability to maintain sufficient capital to continue to operate through times of 
financial and economic stress given those firm-specific risks. Last month the Federal Reserve 
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approved the capital plans of 25 bank holding companies participating in the CCAR. The 
Federal Reserve objected to the plans of the remaining five participating firms--four based on 
qualitative concerns and one because it did not meet a minimum post-stress capital requirement. 
All but two of the 30 participants in this year's CCAR are expected to build capital from the 
second quarter of 20 1 4 through the first quarter of 20 1 5 . 

Overall, this exercise has resulted in the 1 8 largest banking firms increasing their tier 1 
common equity by more than $500 billion since 2008. That means that the strongest form of 
loss absorbing capital at the largest banking firms has more than doubled since the financial 
crisis. 

Enhanced Prudential Standards 

The Federal Reserve recently finalized a rule implementing section 165 of the Dodd- 
Frank Act to establish enhanced prudential standards for large banking firms. This rule applies 
to bank holding companies and foreign banking organizations with total consolidated assets of 
$50 billion or more. The final rule establishes a number of enhanced prudential standards 
designed to increase the resiliency of the operations of large banking firms and mitigate the risk 
that the material financial distress or failure of these firms would pose to the financial stability of 
the United States. These standards include liquidity, risk management, and capital. In addition, 
the rule requires foreign banking organizations with U.S. non-branch assets of $50 billion or 
more to form a U.S. intermediate holding company and imposes enhanced risk-based and 
leverage capital, liquidity, risk-management, and stress-testing requirements on the U.S. 
intermediate holding company. 
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Community banking organizations are not subject to the Federal Reserve’s enhanced 
prudential standards for larger banking firms, such as capital plans, stress testing, resolution 
plans, single-counterparty credit limits, and capital surcharges for systemicaily important 
financial firms. 

Leverage Ratio 

In July 2013, the Federal Reserve, together with the FDIC and the OCC, issued a 
proposed rule to strengthen the leverage ratio standards for the most systemicaily significant 
financial institutions by establishing a new leverage buffer for bank holding companies with 
more than $700 billion in consolidated assets or $10 trillion in assets under custody. The 
proposal currently would apply to the eight most systemicaily significant U.S. bank holding 
companies and their insured depository institution subsidiaries. The proposal would require 
these bank holding companies to maintain a tier 1 capital leverage buffer of at least 2 percent 
above the minimum Basel III supplementary leverage ratio of 3 percent to avoid restrictions on 
capital distributions and discretionary bonus payments. In addition, the insured depository 
institution subsidiaries of covered bank holding companies would be required to satisfy an 
enhanced leverage ratio of 6 percent to be considered “well capitalized” for purposes of the 
agencies’ prompt corrective action regulations. A strong capital base is particularly important at 
these organizations because capital shortfalls have the potential to result in significant adverse 
economic consequences and contribute to systemic distress both domestically and 
internationally, which could impair credit availability to businesses and consumers. Higher 
capital standards for these organizations will place additional private capital at risk before the 
federal deposit insurance fund and the federal government's resolution mechanisms would be 
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called upon, and reduce the likelihood of economic disruptions caused by problems at these 
organizations. 

Later today, the Board is scheduled to consider a final rule that would implement the 
enhanced supplementary leverage ratio for the eight most systemic U.S. banking firms. In 
addition, the Board is scheduled to consider an interagency proposal that would modify the 
definition of total leverage exposure (the denominator of the supplementary leverage ratio) in the 
agencies’ final capital rules. 

Liquidity Coverage Ratio 

In October 2013, the Federal Reserve and the other U.S. banking agencies issued a 
proposed rule that would create a standardized minimum liquidity requirement for large and 
internationally active banking organizations and systemically important, non-bank financial 
companies designated by the Financial Stability Oversight Council (Council). These institutions 
would be required to hold minimum amounts of high-quality, liquid assets, such as central bank 
reserves and government and corporate debt, that can be converted easily and quickly into cash. 
Each institution would be required to hold liquidity in an amount equal to or greater than its 
projected new cash outflow during a short-term stress period. Liquidity standards for large U.S. 
banking firms will help promote lending during periods of financial or economic stress, as they 
work in concert with capital standards, stress testing, and other enhanced prudential standards to 
help ensure that banking organizations have a liquidity risk profile that is strong enough to 
prevent runs by bank creditors and counterparties. 

The Board’s proposal would apply in full only to bank holding companies and savings 
and loan holding companies that do not have significant insurance or commercial operations, but 
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that have $250 billion or more in total consolidated assets or $10 billion or more in on-balance- 
sheet foreign exposures. For bank holding companies and savings and loan holding companies 
not subject to the interagency proposal, the Board also proposed a modified liquidity coverage 
ratio standard for bank holding companies and savings and loan holding companies without 
significant insurance or commercial operations that, in each case, have more than $50 billion in 
total assets. The agencies are in the process; of reviewing comments on the proposal. 

Resolution of Large, Interconnected Financial Firms 

One of the ways in which the Dodd-Frank Act seeks to address the problems of too-big- 
to-fail is by reducing the potential damage to the financial system and the economy from the 
failure of the largest, most complex financial firms. In this regard, the Federal Reserve and the 
FDIC are working jointly to improve the bankruptcy resolution planning of large banking firms. 
In addition, the Federal Reserve is assisting the FDIC in making large banking firms more 
resolvable under the Orderly Liquidation Authority (OLA) of the Dodd-Frank Act. 

The Dodd-Frank Act requires all bank holding companies with total consolidated assets 
of $50 billion or more and nonbank financial companies designated by the Council for 
supervision by the Federal Reserve to develop, maintain, and periodically submit resolution 
plans to regulators that would facilitate these entities’ resolution under the Bankruptcy Code. 
Each plan must describe the company's strategy for rapid and orderly resolution in the event of 
material financial distress or failure of the company. Companies subject to the resolution plan 
requirement filed their initial resolution plans on a staggered schedule. The first group of 1 1 
companies, generally those bank holding companies with $250 billion or more in total nonbank 
assets (or total U.S. nonbank assets in the case of a foreign-based company), submitted initial 
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plans in July 2012 and their second annual plans in October 2013. These companies’ second 
plans responded to guidance provided by the Federal Reserve and FDIC. The second group, 
generally those bank holding companies with $100 billion or more, but less than $250 billion, in 
total nonbank assets (or total U.S. nonbank assets in the case of a foreign-based company), 
submitted their initial plans in July 2013. The third group, generally all other bank holding 
companies with $50 billion or more in total consolidated assets, filed their initial resolution plans 
on December 3 1 , 201 3. The Federal Reserve and FDIC are reviewing all submissions received 
during 2013. 

In implementing OLA, the FDIC proposed the single point of entry (SPOE) resolution 
approach, which is intended to concentrate losses on the shareholders and long-term unsecured 
debt holders of the parent holding company. Under the SPOE approach, a well-capitalized 
bridge holding company would be created in place of the failed parent by converting long-term 
debt holders of the parent into equity holders of the bridge. The new parent would recapitalize 
the critical operating subsidiaries of the failed firm, to the extent necessary, thereby allowing 
their operations to continue. Successful execution by the FDIC of its preferred SPOE approach 
in OLA depends on the availability of a sufficient combined amount of equity and loss-absorbing 
debt at the parent holding company of the failed firm. Therefore, the Federal Reserve is 
consulting with the FDIC on a regulatory proposal that would require the largest, most complex 
U.S. banking firms to maintain a minimum amount of outstanding long-term, unsecured debt in 
addition to the regulatory capital those companies already are required to maintain. 
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Risk Retention 

Section 941 of the Dodd-Frank Act requires firms generally to retain credit risk in 
securitization transactions they sponsor. This requires that securitizers retain some of the credit 
risk of the assets they securitize (sometimes referred to as "skin in the game"). Retaining credit 
risk creates incentives for securitizers to monitor closely the quality of the assets underlying a 
securitization transaction and discourages unsafe and unsound underwriting practices by 
originators. In August 2013, the Federal Reserve, along with a number of other agencies, revised 
a proposal from 2011 to implement section 941 . The comment period on this re-proposal 
recently closed, and we are working with the other agencies charged by the Dodd-Frank Act with 
implementing this rule to complete this rulemaking. 

Federal Reserve Rulemaking Process 

The Federal Reserve for many years has believed that our regulatory efforts should be 
designed to minimize regulatory burden consistent with the effective implementation of our 
statutory responsibilities. For example, to become informed about benefits and costs of a 
regulatory proposal, we often collect information directly from those that we expect would be 
affected and conduct meetings with interested parties and their representatives prior to designing 
the proposal. We also specifically seek comment on the costs and benefits of our proposed 
approach as well as invite comment on alternative approaches. We provide the public a 
minimum of 60 days to comment on all significant rulemaking proposals, with longer periods 
peimitted for especially complex or significant proposals, such as our capital rules. In issuing a 
final rule, we seek to adopt the approach that faithfully reflects the underlying statutory 
provisions while minimizing regulatory burden. 
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All of the rules described earlier have been issued or proposed in accordance with the 
Administrative Procedure Act (APA). A rule issued under the APA creates legally enforceable 
duties and is binding on the issuing agency, courts, and the private parties it affects. Agencies, 
including the Federal Reserve, also frequently issue guidance to supervised entities. Unlike an 
agency rule, guidance is not legally enforceable. Instead, guidance interprets or clarifies the 
nature of duties created by a statute or a rule. While we are not required to do so under the APA, 
the Federal Reserve typically invites the public to comment on significant statements of 
supervisory guidance. For example, we invited public comment on guidance regarding 
supervisory expectations for stress tests conducted by financial companies with total 
consolidated assets between $10 billion and $50 billion, supervisory guidance to help ensure that 
financial institutions provide leveraged financing to creditworthy borrowers only in a safe and 
sound maimer, and guidance related to income tax allocation agreements involving holding 
companies and insured depository institutions. In addition, we make available to the public our 
examination manuals, transaction approvals and denials, and other matters of interest to the 
public related to our regulatory responsibilities. 

In the process of adopting a rule, we conduct an assessment that takes appropriate 
account of the potential impact a rule may have on small businesses, small governmental 
jurisdictions, and small organizations affected by the rule, in accordance with the Regulatory 
Flexibility Act. We pay particular attention to reducing the regulatory burden on community 
banking organizations whenever possible and rely on our ongoing dialogue with such institutions 
when considering rules. For example, the Federal Reserve has established Community 
Depository Institution Advisory Councils at each of the 12 Federal Reserve banks. These 
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councils regularly collect input from community depository organizations on a number of topics, 
including ways to reduce regulatory burden and to improve the efficiency of our supervision. A 
representative from each of these 12 advisory councils serves on a national council that meets 
semiannually with the Federal Reserve Board in Washington, D.C. 

The Federal Reserve also has established a community bank subcommittee of our 
Committee on Bank Supervision that oversees the supervision of community banks and reviews 
regulatory proposals to help ensure they are appropriately tailored for community banks. 

Conclusion 

The Federal Reserve has made significant progress in implementing the Dodd-Frank Act 
and other measures designed to improve the resiliency of banking organizations and the financial 
system. 'ITie Federal Reserve will continue to work with other U.S. financial regulatory agencies 
and the institutions we supervise to ensure that these institutions operate in a safe and sound 
manner and are able to provide credit even during economic downturns. We are committed to 
promoting a stable financial system in a manner that does not impose a disproportionate burden 
on smaller institutions. To help us achieve this goal, we will continue to seek the views of these 
organizations and the public as we further develop regulatory and supervisory programs to 
strengthen the ability of banking organizations to lend to households and businesses. Thank you 
for inviting me to present the Federal Reserve’s views on these important matters. I look 
forward to answering any questions you may have. 
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Chairman Hensarling, Ranking Member Waters, and members of the Committee, thank 
you for the opportunity to appear before you today. The Office of the Comptroller of the 
Currency (OCC) supervises more than 1,700 national banks and federal savings associations 
(collectively, banks), constituting approximately 25 percent of all federally insured banks. These 
institutions range from community banks to the nation’s largest and most complex financial 
institutions and, together, they hold more than 69 percent of all commercial bank assets. The 
banks we supervise have made significant strides since the financial crisis in repairing their 
balance sheets through stronger capital, improved liquidity, and timely recognition and 
resolution of problem loans. While these are positive developments, we continue to stress that 
institutions remain vigilant about identifying and monitoring risk. 

My testimony today discusses the OCC’s rulemaking, supervisory, and enforcement 
processes and recent actions, as well as the economic analyses we conduct with respect to our 
rulemakings, and our approach to banking products and services. Before turning to these 
matters, however, I would like to take this opportunity to review briefly the OCC’s efforts to 
address the unique set of challenges community banks face in the current financial environment. 
This is a time of significant change for institutions of ail sizes as they grapple with an evolving 
regulatory landscape and difficult business environment. Although regulations implementing the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act or Act) have 
focused generally on larger institutions, certain provisions of the Act affect the entire banking 
sector. These changes can strain the more limited resources of community banks. As I will 
discuss next, the OCC is committed to addressing these concerns wherever possible. We have 
instituted a number of initiatives to do so and will continue to reevaluate and look for additional 
ways to minimize burden on community banks. 
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I. OCC Commitment to Community Banks 

The OCC supervises over 1,350 community banks with assets under $1 billion, of which 
893 have less than $250 million in assets. These institutions continue to make positive strides 
post-financial crisis. The number of troubled institutions has declined significantly since 
peaking in 2010, capital is increasing, and we have recently seen an uptick in lending. 
Community banks provide small businesses and communities across the nation with the essential 
financial services and credit that are critical to economic growth and job creation. 

Given the broad array of institutions we oversee, the OCC understands a one-size-fits-all- 
approach to supervision does not work, especially for community banks. We recognize that 
community banks have different business models and more limited resources than larger banks, 
and, to the extent underlying statutory requirements allow it, we factor these differences into the 
rules we write and the guidance we issue. 

The OCC seeks to minimize burden on smaller institutions through various means. 
Explaining and organizing our rulemakings so these institutions can better understand the scope 
and application of our rules, providing alternatives to satisfy prescriptive requirements, and using 
exemptions or transition periods, are examples of ways in which we tailor our regulations to 
accommodate community banks while remaining faithful to statutory requirements and 
legislative intent. 

For example, our final interagency rule to implement the domestic capital requirements 
illustrates how we seek to tailor our regulatory requirements to reflect the activities of individual 
banks. In response to community bank concerns, our final rules retained the current capital 
treatment for residential mortgage exposures and allowed community banks to elect to treat 
certain accumulated other comprehensive income (AOCI) components consistently with the 
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current general risk-based capital rules. Treating AOCI in this manner helps smaller institutions 
avoid introducing substantial volatility into their regulatory capital calculations. 

In June 2013, the OCC responded to community bank concerns when finalizing our 
revised lending limits rule in accordance with section 610 of the Dodd-Frank Act to include 
counterparty credit exposures arising from derivatives and securities financing transactions. 
Specifically, the rule now exempts from the lending limits calculations certain securities 
financing transactions most commonly used by community banks. In addition, the rule permits 
smaller institutions to adopt compliance alternatives commensurate with their size and risk 
profile by providing flexible options for measuring counterparty credit exposures covered by 
section 610, including an easy-to-use lookup table. 

Our final rule implementing the Volcker Rule provisions of the Dodd-Frank Act is 
another example of how we seek to adjust regulatory requirements, where consistent with the 
underlying statute, to reflect the nature of activities at institutions of different sizes. The statute 
applies to all banking entities, regardless of size; however, not all banking entities engage in 
activities covered by the prohibitions in the statute. One of the OCC’s priorities in the 
interagency Volcker rulemaking was to make sure that the final regulations imposed compliance 
obligations on banking entities in proportion to their involvement in covered activities and 
investments. 

The final regulations accomplish this priority and impose compliance obligations 
accordingly. First, banks that do not engage in covered activities or investments are not required 
to establish a compliance program under the final regulations. Second, the final regulations 
made adjustments to the proposed compliance program requirements so as to minimize burdens 
on banking entities with total consolidated assets of $10 billion or less that are engaged in a more 
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limited amount of covered activities. These banking entities are only required to update their 
existing policies and procedures to include references to the requirements in the final regulations, 
as may be appropriate given their activities and complexity. Thus, a community bank that trades 
only in “plain vanilla” government obligations has no compliance obligations under the 
regulations, and community banks that engage in other low-risk covered activities will be subject 
only to minimal requirements.’ 

The OCC also is providing more manageable ways for community banks to digest large 
amounts of information and to assist them in quickly and easily understanding whether and how 
this information applies to them. For example, in each bulletin transmitting a new regulation or 
supervisory guidance to our banks, we now include a box that allows community banks to assess 
quickly whether the issuance applies to them and, if so, clearly identifies the impact of the 
issuance. We have also identified other means to convey plain language descriptions of complex 
requirements, such as the two-page summary the OCC provided in connection with the final 
domestic capital rule highlighting aspects of the rule applicable to community banks. Likewise, 
we provided to community banks a quick reference guide to the mortgage rules the Consumer 
Financial Protection Bureau issued in January. 

II. OCC Rulemaking and Economic Analyses 

Agency issuances may take many forms and, accordingly, the OCC has a full range of 
options to communicate standards and expectations to the entities we supervise. The OCC uses 
informal, notice-and-comment rulemaking to establish binding norms; for example, when 


’ Shortly after the agencies issued the final rule, we began to hear concerns that certain collateralized debt 
obligations backed primarily by trust preferred securities (TruPS CDOs), which were originally issued as a means to 
facilitate capital-raising efforts of small banks and mutual holding companies, would be subject to eventual 
divestiture and immediate write-downs under the applicable accounting treatment and that the rule was inconsistent 
with another provision of the Dodd-Frank Act — the CoUins Amendment. Given the importance of this issue to 
affected community banks and to mitigate the unintended consequences, the agencies responded promptly by 
adopting an interim final rule to address this concern. See 79 Fed. Reg. 5223 (Ian. 3 1 , 2014), available at 
http: //eI.occ/new s-iss uances/federai-register/79fr5223.pdf . 
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Congress directs us to write a regulation or when standards lend themselves to bright-line 
requirements. The OCC uses informal guidance, such as policy statements and “Frequently 
Asked Questions” - an approach well recognized in administrative law^ - when it is appropriate 
for standards to be flexible and able to be tailored to individual institutions. 

The OCC takes seriously the effect of its issuances on the public and private sectors and 
the economy, and we conduct economic analyses of proposed and final rules. For rules that will 
have a major or economically significant impact, we prepare a qualitative and quantitative 
assessment of the costs and benefits, as well as a comparison to a baseline and one or more 
plausible alternatives, in a manner that is generally consistent with the Office of Management 
and Budget’s (0MB) guidance including Circular A-4. To the extent that we can make accurate 
estimates, this analysis includes monetized costs and benefits. However, as 0MB notes in its 
guidance, it is not always possible to express all important costs and benefits in monetary units. 
In all cases, we review a variety of sources to develop these estimates, including public 
information, supervisory data, academic literature, and information we obtain through the 
rulemaking notice and comment process. 

Specifically, the OCC has adopted internal rulemaking procedures that call for us to 
undertake an analysis under the Unfunded Mandates Reform Act’ that assesses whether a 
proposed or final rule includes a “Federal mandate” that may result in the expenditure by state, 
local, or tribal governments, in the aggregate, or by the private sector, of $ 1 00 million or more in 
any one year (adjusted for inflation). If this threshold is met, the OCC prepares a more detailed 
economic assessment of the rule’s anticipated costs and benefits. 


^ 5 U.S.C. 553(b). 
’2U.S,C. 1531 etseq^ 
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Under the Congressional Review Act,'* before any final rule can take effect, the OCC 
must inform both chambers of Congress whether the rule is “major.” A major rule is one that the 
0MB determines will, or is likely to, result in a $100 million or more annual economic effect, 
among other things. Although 0MB makes this determination, the OCC typically provides 
OMB with its assessment at the time it transmits a rule to OMB. 

Under the Regulatory Flexibility Act,’ the OCC determines if a proposed or final rule is 
likely to have a “significant economic impact on a substantial number of small entities.” Under 
the Paperwork Reduction Act,’ the OCC assesses the anticipated cost of any paperwork 
associated with its regulatory provisions. 

In addition to these provisions that we follow on an ongoing basis, the OCC and the other 
federal banking agencies are currently engaged in a review of the burden imposed on insured 
depository institutions by existing regulations pursuant to the decennial review required by the 
Economic Growth and Regulatory Paperwork Reduction Act of 1 996 (EGRPRA), EGRPRA 
requires that, at least once every ten years, the Federal Financial Institutions Examination 
Council (FFIEC), OCC, FDIC, and Federal Reserve review their regulations to identify outdated 
or otherwise unnecessary regulations applicable to insured depository institutions. The 
EGRPRA review provides the FFIEC, the agencies, and the public with an important opportunity 
to consider how to reduce burden on community banks through targeted regulatory changes. 

1 currently serve as chair of the Legal Advisory Group of the FFIEC and, in this capacity, 

1 have been tasked with coordinating this joint regulatory review. We expect to publish the first 
EGRPRA notice in the very near future, and we will specifically ask the public to consider 
regulatory burden on community banks. 

*' 5 U.S.C. 801 et seg. 

’5U.S.C.601cr,re^. 

44 U.S.C. 3501 etseq. 
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A. Informal Rulemakings 

The vast majority of the OCC’s rules are required by statute and are issued in accordance 
with the notice and comment procedures of the Administrative Procedure Act. While many of 
the recent OCC rulemakings are required by the Dodd-Frank Act, others are based on different 
statutory authority. A status update of these rules is set forth in the attached appendix. 

B. Other Rulemaking Authority 

In certain circumstances, such as where we wish to afford the banks we supervise more 
flexibility to comply with requirements or provide options for examiners to apply those 
requirements, the OCC has used other regulatory tools. Section 39 of the Federal Deposit 
Insurance Act, which authorizes the OCC to prescribe enforceable safety and soundness 
standards in the form of regulations or guidelines, is one such tool. Section 39 prescribes 
different consequences depending on whether the standards it authorizes are issued by regulation 
or guideline. Pursuant to section 39, if a bank fails to meet a standard prescribed by regulation, 
the OCC must require it to submit a plan specifying the steps it will take to comply with the 
standard. If a bank fails to meet a standard prescribed by guideline, the OCC has the discretion 
to decide whether to require the submission of such a plan. The OCC has issued three sets of 
guidelines using this authority. An example of a recent proposal using this authority is described 
below. 

Heightened Expectations 

The financial crisis highlighted the importance of comprehensive and effective risk 
management and the need for an engaged board of directors that exercises independent 
judgment. In 2010, we began communicating to our largest banks our heightened expectations 
with regard to these areas through discussions at board meetings and in written correspondence. 
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We continued to refine and reinforce these expectations through ongoing supervisory activities 
and frequent communication with bank management and boards of directors. 

The OCC recently issued a proposal that would provide additional supervisory tools to 
examiners aimed at strengthening risk management practices and governance of large banks. 
This proposal builds upon and formalizes the heightened expectations program in the form of 
enforceable guidelines that would generally apply to insured national banks, insured federal 
savings associations, and insured federal branches of foreign banks with average total 
consolidated assets of $50 billion or more. 

The proposed guidelines set forth minimum standards for a risk governance framework. 
The institution’s framework should address all risks to earnings, capital and liquidity, and 
reputation that arise from the institution’s activities. The proposal also sets out roles and 
responsibilities for the organizational units that are fundamental to the design and 
implementation of the framework. The proposed guidelines contain standards for boards of 
directors regarding oversight of the design and implementation of a bank’s risk governance 
framework and approval of a risk appetite statement. It is vitally important that directors 
understand the risks taken by their institutions and ensure there is effective, on-going risk 
management in place. 

Issuing these heightened standards as guidelines rather than as a regulation provides the 
OCC with the flexibility to pursue the course of action that is most appropriate given the specific 
circumstances of a bank’s noncompliance with one or more standards, and the bank’s self- 
corrective and remedial responses. 


9 



90 


in. OCC Supervision and Enforcement 

The OCC is charged by statute with “assuring the safety and soundness of, and 
compliance with laws and regulations, fair access to financial services, and fair treatment of 
customers by, the institutions and other persons subject to its jurisdiction.”’ The OCC uses its 
supervisory and enforcement authorities to fulfill this mission. The OCC’s powers include the 
authority to require banks to take specific actions to address and correct violations of law and 
unsafe or unsound practices and to provide restitution to aggrieved consumers. 

The OCC’s enforcement process is a direct extension of our supervision and is used 
where circumstances warrant. The OCC addresses violations of laws and regulations, as well as 
unsafe or unsound practices at banks, through the use of supervisory actions and civil 
enforcement powers and tools. Our policy* is to address problems or weaknesses before they 
develop into more serious issues that adversely affect the bank’s financial condition, its 
customers and depositors, and the deposit insurance fund. Once problems or weaknesses are 
identified and communicated to the bank, the bank’s management and board of directors are 
expected to correct them promptly. 

Banks are subject to comprehensive, ongoing supervision that enables examiners to 
identify problems early and obtain corrective action quickly. Because of our regular program of 
examination, and at the largest institutions, our continuous, on-site presence, we often can stop 
and remediate unsafe or unsound practices or violations of law without having to take a formal 
enforcement action. This approach permits most problems to be resolved through the regular 
OCC supervisory process. 

’ 12U.S.C. 1. 

* The OCC’s Enforcement Action Policy, which was publicly released as OCC Bulletin 2011-37, provides for 
consistent and equitable enforcement standards for national banks and federal savings associations and describes the 
OCC’s procedures for taking appropriate administrative enforcement actions in response to violations of laws, rules, 
regulations, final agency orders, and unsafe or unsound practices or conditions. 
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When the bank does not take appropriate corrective action in response to our supervisory 
process, or when problems are significant or egregious, the OCC uses its statutory enforcement 
authority to require corrective measures. Such actions are designed to restore the lawful 
operations of the bank, protect its financial stability, and serve the interests of its customers. 

The OCC’s enforcement actions are calibrated to reflect the seriousness of the action 
taken by the bank. For example, a civil money penalty is designed, in part, to deter future 
violations or to encourage the affected party to correct the violation or unsafe or unsound 
practice. In other cases, an enforcement order may require the bank to pay restitution to 
consumers or to cease and desist from engaging in certain activities that may be harniful to 
consumers or that are unsafe or unsound. 

A review of the OCC’s recent enforcement actions is illustrative. In the wake of the 
financial crisis, the vast majority of our enforcement actions were remedial, requiring banks to 
address and correct unsafe and unsound practices. Such actions typically included provisions 
tailored to the individual condition of the bank, e.g., articles requiring an increase in capital, the 
development of a realistic strategic plan, ensuring competent management, providing for 
appropriate problem asset administration, and maintaining accurate books and records. The goal 
of such actions is to stabilize the bank, arrest its decline, and promote its timely rehabilitation. 

At this point, the OCC is seeing increasing numbers of banks that have stabilized or have been 
rehabilitated and, while some banks have failed following the financial crisis, in a significant 
number of such cases the OCC’s enforcement actions helped limit the losses to the deposit 
insurance fund. 

In response to serious Bank Secrecy Act (BSA) violations, the OCC has taken a number 
of actions to ensure that the banks have an effective BSA compliance program. The goal of such 
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actions is to prevent the bank from becoming a vehicle to launder the proceeds of the drug trade, 
terrorist financing, or other illicit activities. Such actions have required banks to adopt or 
enhance internal controls to assure ongoing compliance with statutory and regulatory 
requirements, designate a qualified officer to oversee compliance with the requirements, provide 
training to appropriate bank staff, and provide for independent testing of a bank’s compliance 
with the requirements. In some instances, the actions have required review of transactions to 
ensure the bank has identified suspicious transactions and reported them to law enforcement by 
filing Suspicious Activity Reports (SARs). Following these look-backs, OCC enforcement 
actions have required banks to file SARs or, in some cases, amend or correct existing SARs and 
make other filings as required for any previously unreported activity that falls within the 
regulatory requirements. 

The OCC has also taken a number of enforcement actions to assure fair treatment of bank 
customers. For example, the OCC issued an enforcement action against a bank to address unsafe 
and unsound practices discovered in the bank’s non-home loan debt collection litigation practices 
and the bank’s non-home loan compliance with the Serviccmembers Civil Relief Act (SCRA). 
The order required both remediation to affected consumers and correction of deficiencies in the 
bank’s practices and procedures in its debt collection and SCRA compliance programs. The 
OCC has also recently issued orders to banks to address unfair billing and deceptive marketing 
practices that violated section 5 of the Federal Trade Commission Act. The orders require each 
of the banks to take corrective measures and make restitution to consumers adversely affected by 
the bank’s acts and practices. Finally, the orders call for the banks to pay a civil money penalty 
that reflects a number of factors, including the scope and duration of the violation and the 
financial harm to the consumers from the unfair and deceptive practices. 
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IV. The OCC’s Approach to Bank Products and Services 

The OCC generally does not determine the specific types or terms of products or services 
that a bank may offer its customers. We do expect banks to evaluate carefully the risks that such 
products or services may pose to banks and their customers. We also expect that, in offering 
those products and services, banks will comply with all applicable laws and regulations. 
Historically, when we have determined that a product’s tenns or structure may present 
substantial safety and soundness or consumer protection concerns, our approach has been to alert 
banks to those concerns and outline steps they should take to address them. 

For example, in 2010, the OCC issued its Policy Statement on Tax Refund-Related 
Products,^ which described the legal compliance, consumer protection, reputation, and safety and 
soundness risks associated with offering products such as tax refund anticipation loans. This 
guidance clearly sets forth the OCC’s expectations for the measures banks should take to address 
these supervisory risks. In particular, the OCC was concerned about banks’ ability to manage 
third-party risk across thousands of storefront operations. After we issued this guidance, some 
banks chose to no longer offer tax refund anticipation loans. 

Last year, the OCC identified similar risks in deposit advance products (DAPs) offered 
by our supervised institutions. DAPs are small-dollar, short-term loans or lines of credit repaid 
from the customer’s next direct deposit. DAPs pose several risks to consumers and to the 
institutions that offer them. They can trap consumers in a downward cycle of debt through 
repeated and continuous use of the product. And, they are offered to consumers without regard 
to the consumers’ ability to repay and often with very high fees and short lump-sum repayment 
terms that disadvantage consumers. Further, as is often the case with these products, a bank’s 
failure to consider the inflows and outflows in a borrower’s account ignores basic tenets of sound 
’ OCC Bulletin 2010-7 (February 18, 2010). 
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underwriting. Banks offering these products are subject to heightened reputation, operational, 
and litigation risk. 

To address these supervisory risks, in November of last year the OCC published 
“Guidance on Supervisory Concerns and Expectations Regarding Deposit Advance Products” in 
the Federal Register. This guidance addresses the elevated credit, compliance, reputation, and 
operational risks associated with DAPs. It also provides that a bank’s underwriting and credit 
policies should ensure that the consumer can repay a DAP, including fees, according to its terms, 
while still being able to pay for typical recurring expenses for food, housing, transportation, 
health care, and other outstanding debts. Among other factors, a bank should reevaluate the 
customer’s eligibility and financial capacity for a DAP at least every six months. The guidance 
also states that banks should maintain appropriate policies and procedures designed to prevent 
churning and prolonged use of these products. 

While the guidance is intended to outline the supervisory risks associated with these 
products, the OCC continues to recognize that consumers need access to responsible small-dollar 
credit products. Therefore, our guidance expressly encourages banks to offer small-dollar loans 
with reasonable repayment ternis at a reasonable cost. 

Today, we are aware of several banks that offer reasonably priced small-dollar loans with 
reasonable terms to their customers. They are designed to meet the needs of people who have 
little or no credit history or blemished credit records by providing them with access to credit that 
can be repaid within a reasonable term, rather than merely providing access to quick cash that 
must be repaid within a couple of weeks. Positive repayment performance on such small-dollar 
loans can be useful in assisting consumers with building or reestablishing good credit ratings. 
Good credit ratings are vital to creating long-term access to more mainstream credit 
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opportunities for these consumers. Banks can also play a role in helping consumers improve 
their financial management skills by connecting consumers that have limited or blemished credit 
with effective financial counseling and by encouraging them to save. 

Banks have sought our guidance about offering these types of products. We have 
encouraged them to be innovative when designing small-dollar loan products and have shared 
with them our thoughts regarding our supervisory expectations with respect to various proposals. 
Based on our experience, we have seen that properly structured small-dollar loans can offer 
borrowers a safe and affordable path to economic growth, as opposed to irresponsible, high-cost 
loans that frequently doom these individuals to an ongoing cycle of debt. 

Conclusion 

Although the institutions we supervise continue to face challenges, the state of the 
national bank and federal thrift system is strong. The OCC will continue to look for 
opportunities to minimize burden, wherever possible. Thank you for the opportunity to appear 
before you. 
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Appendix 

Status Update on Recent. Key Rulemakings 

The following provides an update on recent OCC rulemakings required by the Dodd- 
Frank Act, as well as others based on different statutory authority. 

Swaps Margin . Sections 73 1 and 763 of the Dodd-Frank Act require the federal banking 
agencies, together with the Federal Housing Finance Agency (FHFA) and the Farm Credit 
Administration, to impose minimum margin requirements on non-cleared swaps and security- 
based swaps for swap dealers, major swap participants, security-based swap dealers, and major 
security-based swap participants. These agencies published a proposal to implement these 
requirements in 2011 . 

After issuing the U.S. proposal, the federal banking agencies participated in efforts by the 
Basel Committee on Banking Supervision (Basel Committee) and International Organization of 
Securities Commissions (IOSCO) to address coordinated implementation of margin requirements 
across the G-20 nations. Following extensive public comment, the Basel Committee and IOSCO 
finalized an international framework in September 2013. The agencies reviewed this framework 
and the more than 100 comments received on the proposal, and they are currently evaluating the 
changes indicated under the framework and suggested by commenters. A re-proposal is 
expected in the coming months. 

Section 716 Push-Out . Banks that are registered swap dealers are subject to the 
derivatives push-out requirements in section 71 6 of the Dodd-Frank Act. This provision, which 
became effective on July 16, 2013, generally prohibits federal assistance to swap dealers. The 
statute required the OCC to grant institutions that it supervises a transition period of up to 24 
months to comply. We have granted a 24-month transition period to nine national banks and 



97 


four federal branches, having concluded that the transition period is necessary to allow these 
entities to develop a transition plan for an orderly cessation or divestiture of certain swap 
activities that does not unduly disrupt lending activities and other functions that the statute 
required us to consider. 

Appraisals . The Dodd-Frank Act contains a number of provisions relating to appraisals, 
and the federal banking agencies, together with the National Credit Union Administration, 

FHFA, and the CFPB, continue to work to implement these provisions. Specifically, the 
agencies issued a final rule last year requiring all creditors, subject to certain exceptions, to 
comply with additional appraisal requirements before advancing credit for higher-risk mortgage 
loans. 

In addition, this past December, the agencies issued a supplemental rule to revise an 
exemption for manufactured housing and to add two additional exemptions for streamlined 
refinancing for certain higher-priced mortgage loans and for loans of $25,000 or less. Recently, 
the agencies adopted a proposal to implement the minimum requirements in the Dodd-Frank Act 
for state registration and supervision of appraisal management companies, known as AMCs, 
which serve as intermediaries between appraisers and lenders. This rule will ensure that 
appraisals coordinated by AMCs adhere to applicable quality control standards and will facilitate 
state oversight of AMCs. The proposal also will implement the Dodd-Frank Act requirement 
that the states report to the FFIEC’s Appraisal Subcommittee information needed to administer a 
national AMC registry. 

The agencies also are working collaboratively on a proposal to implement specific quality 
control standards for automated valuation models, which are computer models used to assess the 
value of real estate that serves as collateral for loans or pools of loans. Finally, the agencies are 
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considering rulemaking options to complement an interim final rule issued by the Federal 
Reserve in 20 1 0, which implements statutory appraisal independence requirements. 

Credit Risk Retention . The federal banking agencies, together with FHFA, the Securities 
and Exchange Commission, and the Department of Housing and Urban Development, continue 
to work on implementing the credit risk retention requirements for asset securitization in section 
941 of the Dodd-Frank Act. In 201 1, these agencies proposed a rule to implement section 941 
and received over 10,000 comments, which offered many thoughtful suggestions. The agencies 
concluded that the rulemaking would benefit from a second round of public review and 
comment, and re-proposed the rule in September 2013. Although the re-proposal includes 
significant changes from the original proposal, its focus is the same — to ensure that sponsors 
are held accountable for the performance of the assets they securitize. 

The comment period for the re-proposal has now closed, and we are working on a final 
rule. While we expect to complete this project in the near future, the interagency group is 
working through some significant issues. For example, the agencies received a substantial 
number of comments regarding the definition of “qualified residential mortgage” and the extent 
to which it should incorporate the CFPB’s definition of “qualified mortgage.” The agencies also 
received numerous comments, including some from members of Congress, regarding the 
treatment of collateralized loan obligations. We are carefully considering these and other issues, 
with the goal of balancing meaningful risk retention with the availability of credit to individuals 
and businesses. 

Capital and Liquidity 

i. Capital. Last year, the OCC, FDIC, and Federal Reserve finalized a rule that 
comprehensively revises U.S. capital standards. This rule strengthens the definition of 
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regulatory capital, increases risk-based capital requirements, and amends the methodologies for 
determining risk-weighted assets. It also adds a new, stricter leverage ratio requirement for 
large, internationally active banks. These revisions reflect enhancements to the international 
capital framework published by the Basel Committee and are a result of lessons learned from the 
financial crisis. The standards are designed to reduce systemic risk and improve the safe and 
sound operation of the banks we regulate. 

Leverage Ratio Capital Requirements 

Among the more important revisions to the domestic capital rules was the addition of 
stricter leverage ratio requirements applicable to the largest, internationally active banks. 
Regulatory capital standards in the United States have long included both risk-based capital and 
leverage requirements which work together, each offsetting the other’s potential weaknesses 
while minimizing incentives for regulatory capital arbitrage. Unlike the risk-based capital 
requirements, which assign different weights to different exposures according to their relative 
risk, the leverage ratio is designed to be a relatively simple assessment of capital adequacy that 
measures a banking organization’s total exposures relative to its tier 1 capital. 

Our recent revisions to the capital rules now require certain large banking organizations 
also to meet a supplementary leverage ratio requirement. Unlike the more broadly applicable 
leverage ratio, this supplementary leverage ratio incorporates off-balance sheet exposures into 
the measure of leverage. It is expected to be more demanding because large banking 
organizations often have significant off-balance sheet exposures that arise from different types of 
lending commitments, derivatives, and other activities. 

To further strengthen the resilience of the banking sector, the Comptroller is expected to 
sign, and the FDIC Board is expected to approve today, a final rule, which would increase 
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substantially the supplementary leverage ratio requirement for the largest and most systemically 
important banking organizations. Under this final rule, these banking organizations would be 
required to maintain even more tier 1 capital for every dollar of exposure, in order to be deemed 
“well capitalized.” 

Additionally, the Comptroller is expected to sign, and the FDIC Board is expected to 
approve today, a notice of proposed rulemaking, which would revise the calculation of the 
supplementary leverage ratio. This notice of proposed rulemaking is based, in large part, on 
revisions to the international leverage ratio standards published by the Basel Committee in 
January. 

a. Enhanced Liquidity Standards. Standards aimed at ensuring adequate liquidity for the 
banks we regulate are an important post-financial crisis tool that is central to the proper 
functioning of financial markets and the banking sector in general. Working together, the federal 
banking agencies have made significant progress in implementing the Basel Committee’s 
Liquidity Coverage Ratio in the United States. In November of last year, the federal banking 
agencies issued a proposal that would require certain large financial companies, including large 
national banks and federal savings associations, to hold high-quality liquid assets on each 
business day in an amount equal to or greater than its projected cash outflows minus its projected 
inflows over a 30-day period of significant stress. 

The comment period for the proposed rule ended on January 3 1, 2014. The agencies are 
reviewing the comments and are in the process of developing a final rule. This interagency rule, 
once fully implemented, will complement existing liquidity risk guidance and enhanced liquidity 
standards recently issued by the Federal Reserve. 


V 



101 


Testimony of Meredith Fuchs 
General Counsel, Consumer Financial Protection Bureau 
Before the House Committee on Financial Services 
April 8, 2014 


Chairman Hensarling, Ranking Member Waters, and Members of the Committee, thank you for 
the invitation to appear today on the impact of regulation on financial markets and institutions. 
My name is Meredith Fuchs and it is my privilege to serve as General Counsel at the Consumer 
Financial Protection Bureau (Bureau). 

As you know, the Bureau was created as part of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (Dodd-Frank Act), in response to the recent financial crisis. That crisis 
resulted in part from failures of the federal regulatory system, including the fragmented 
responsibility for consumer financial protection. Different regulators were responsible for 
overseeing different kinds of entities — even though those entities operated in the same markets — 
and some entities operated without any meaningful federal oversight at all. In the end, this 
fragmented regulatory system proved unable to protect the market for consumer financial 
products and services, and both consumers and the economy as a whole suffered as a result. 

To address this problem, Congress created the Consumer Financial Protection Bureau. We are 
now hard at work fulfilling the objectives that Congress set out for us, including making sure that 
consumers have belter information for making financial decisions, reducing unwarranted 
regulatory burden, leveling the playing field for different kinds of entities offering the same 
kinds of products and services, promoting transparent and efficient markets that facilitate access 
and innovation, and preventing discriminatory practices. 

The Consumer Financial Protection Bureau’s Work 


In our regulatory work, we are focused on making consumer financial markets work better. 
More specifically, we are working to make the rules for these markets more effective, to apply 
them fairly and consistently, and to strengthen consumers' ability to make the decisions that are 
best for them. Our vision is a market where consumers can see prices and risks and compare 
products, and where firms do not feel pressure to lower their standards to compete. 

To help achieve this vision, we have, as the Dodd-Frank Act requires, issued regulations to 
strengthen mortgage markets, to make federal mortgage disclosures easier for consumers to 
understand and less burdensome for firms to make, and to establish standards for mortgage 
servicing. We also have issued rules to allow us to examine a range of larger non-bank 
participants in the consumer debt collection, consumer reporting, and student loan servicing 
markets, and issued a proposed rule to enable us to examine larger participants in the 
international money transfer market. We are also considering regulations on debt collection, 
payday lending, prepaid cards, and overdraft programs. 

As we do this work, we are committed to ensuring that our rules are effective at protecting 
consumers and making consumer financial markets work better, and that they do not unduly 
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burden the institutions participating in those markets. We employ a number of strategies to 
achieve those goals. 

Consider input from a wide variety of stakeholders 

First, in crafting our regulations, we consider the input of many stakeholders, including the 
businesses operating in the relevant markets. For example, we have created an Office of 
Financial Institutions and Business Liaison, which connects the Bureau with bank and nonbank 
trade associations, financial institutions, and businesses to enhance collaboration and 
communication with those groups as the Bureau does its work. We have also hosted 
roundtables, town halls, and field hearings across the country to get public input on topics 
including payday lending, debt collection, and credit reporting. At these events, we have heard 
from consumers, community leaders, and members of the financial services industry. 

We also seek targeted input on specific regulations. In our project to reform mortgage 
disclosures, for example, we engaged extensively with lenders about how to reduce compliance 
burdens. That engagement began well before we proposed a regulation. In addition, the Bureau 
is the only banking regulator, and one of only three federal agencies, that the Small Business 
Regulatory Enforcement Fairness Act (SBREFA) requires to convene small business review 
panels. Pursuant to that Act, before we propose a rule that would have a significant economic 
impact on a substantial number of small entities, we seek input directly from small entities on the 
potential costs and potentially less-burdensome alternatives. To do this, we work with the Small 
Business Administration (SB A) and the Office of Management and Budget (0MB) to convene 
small business review panels to get in-depth input from 15-20 representatives of diverse small 
entities. Before those panels meet, we distribute materials giving a background and overview of 
the proposed rule or options under consideration and a detailed list of questions and issues for 
discussion by the small business representatives. We also make these materials public on our 
website and invite other stakeholders to provide feedback. The Bureau, SBA, and 0MB then 
issue a public report that summarizes the feedback received from the small entity representatives 
and makes findings and recommendations. This process has proven extremely valuable. To take 
just one example, at the panel outreach meeting on our proposal to integrate mortgage 
disclosures required under TILA and sections 4 and 5 of RESPA, small entity representatives 
expressed concern about the proposal to require disclosures to be completed three days before 
closing. In response to this concern, we proposed a rule that would permit certain specific 
changes after the disclosure has been provided, and also solicited comment on whether additional 
exceptions would be appropriate. 

Avoid imposing unwarranted new regulatory burdens 

A second strategy we use to ensure the most effective regulation possible is to consider 
consciously the costs and benefits of rules to avoid imposing unwarranted new regulatory 
burdens. One way we do that is through the small business review panels previously described. 
In addition, pursuant to the Dodd-Frank Act, when issuing a rule under Federal consumer 
financial law, we are required to consider the potential benefits and costs to consumers and to 
financial service providers. This includes spiecifically considering the impact of the rules on 
banks and credit unions with assets of $10 billion or less, and on consumers in rural areas. 


2 



103 


Similarly, under the Regulatory Flexibility Act, we generally conduct a regulatory flexibility 
analysis unless we determine that a proposed regulation would not have a significant economic 
impact on a substantial number of small entities. Those analyses consider the compliance 
burdens of a proposal as compared to less burdensome alternatives. Moreover, where a proposed 
rule would impose disclosure, recordkeeping, or information-collection requirements, the Bureau 
also specifically considers the burden imposed by those requirements, and ways to minimize that 
burden, pursuant to the Paperwork Reduction Act. 

The Bureau’s organizational structure was carefully designed to assure that the Bureau’s rules 
are pragmatic and cost-effective. The Office of Regulations is housed within the Division of 
Research, Markets, and Regulations precisely to assure that our regulations reflect the input and 
insights of economists and market specialists as well as of regulatory attorneys. 

Reduce existing regulatory burdens 

Third, we also act deliberately to reduce existing regulatory burdens where feasible. For 
example, shortly after it assumed its full powers, the Bureau issued a notice seeking input on 
ways to streamline the regulations that the agency inherited from seven different federal 
agencies, so that those regulations would work better for consumers and the institutions that 
serve them. The comments we received have helped us to identify several priority areas for 
taking action to update, modify, or eliminate outdated, unduly burdensome, or unnecessary 
regulations, or to make compliance easier. For example, some commenters suggested that we 
eliminate a requirement to provide annual privacy notices in certain circumstances, such as when 
financial institutions do not share consumers’ information with third parties or have not changed 
their practices since they provided the last annual notice. In response to these concerns, the 
Bureau is working on a proposal that, if adopted, would reduce the compliance burden for 
industry and unwanted paperwork for consumers. As another example, we heard about a 
problem with the rules that implemented a statutory requirement that credit card issuers evaluate 
a consumer’s ability to pay before opening a new credit card account. Under the old rules, a card 
issuer generally could consider only the independent income or assets of the individual card 
applicant. This unduly limited the ability of stay-at-home spouses and partners to obtain credit 
cards based on the income of their spouse or partner. Last May, the Bureau published a final rule 
to address this problem. 

In another effort to reduce regulatory burdens where practicable, we have revamped federal 
mortgage disclosures. For several decades, federal law generally required mortgage lenders to 
give consumers two different, overlapping disclosures within three business days after receiving 
a mortgage application, and again at or shortly before closing. These forms contained 
duplicative information that could be confusing to consumers and unnecessarily burdensome for 
businesses. Pursuant to the Dodd-Frank Act, the Bureau worked to simplify and streamline this 
information. In November, after more than two years of extensive research, testing, and review, 
the Bureau issued a rule requiring easier-to-use mortgage disclosure forms that clearly lay out the 
mortgage terms and costs for homebuyers. 
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In addition, our Research, Markets, and Regulations Team is studying the costs of complying 
with existing regulations. To further that effort, we have sought qualitative information on the 
impact of regulations on financial service providers so that we can better understand the 
compliance activities, burdens, and other economic costs and benefits of regulations. Based on 
some of the information we received, we recently issued a public report on the costs that banks 
incur to comply with regulations governing consumer deposit-related products and services. 

This report marks an important step towards the Bureau’s goal of learning more about 
compliance costs and identifying meaningful opportunities to avoid imposing unnecessary 
operational costs. 

Going forward, we will continue to look back to assess the benefits and costs of the regulations 
we issue. Currently, we are developing a comprehensive plan to assess the effectiveness of the 
significant rules that we adopt under Federal consumer financial law within five years of their 
issuance, as Section 1022 of the Dodd-Frank Act requires. Before we publish a report assessing 
our regulations, we’ll seek public comment on the regulations and on recommendations for 
changing them. 

Facilitate compliance 

Fourth, in addition to eliminating unwarranted regulatory burdens where feasible, we are 
working to make it as easy as possible to comply with our regulations. To that end, we have 
implemented comprehensive regulatory implementation programs to help industry comply with 
our rules. For example, in the Icad-up to the October 2013 effective date of our rule on 
international remittance transfers, we created a downloadable Small Entity Compliance Guide 
providing an overview of the rule’s requirements, a video summarizing the rule, and a webpage 
containing those and other key resources. In addition. Bureau staff participated in industry 
forums and conferences, and routinely answered informal guidance questions, to help industry 
meet their obligations under the new rule. 

Similarly, after we issued new mortgage rules last January, we published plain-language 
compliance guides and video presentations that give an overview of the rules. In close 
coordination with other regulators, we also developed and issued examination procedures as 
early as practicable to help the implementation process. In addition, we issued a readiness guide 
and other implementation materials, all of which are available on an implementation-specific 
page on our website. That one-.stop shop is designed to make compliance materials more 
accessible for a broad array of industry constituents, particularly smaller businesses with limited 
legal and compliance staff. To supplement these resources, we also provide informal oral 
guidance to industry participants who contact us with interpretive questions. 

As we worked to help industry to implement the new mortgage rules, stakeholders raised 
questions and concerns about various issues. Where warranted, we responded by proposing and 
issuing amendments and clarifications to facilitate compliance and better protect consumers. To 
take just one example, creditors and loan originators expressed concern about new requirements 
for persons classified as loan originators to have certain qualifications and not to be compensated 
in certain ways. In particular, industry participants explained that tellers or other administrative 
staff could be unintentionally classified as loan originators subject to these requirements simply 
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by engaging in routine customer service activities. In response to this concern, we amended our 
loan originator rule to clarify the limited circumstances in which administrative staff members 
qualify as “loan originators” subject to the rules. As another example, we amended our rules to 
make it easier for servicers to offer short-term forbearance plans for delinquent borrowers who 
need only temporary relief without going through a fiill loss-mitigation evaluation process. By 
addressing the issues that arose during the implementation process, we aim to produce better 
compliance and better protections for consumers. 

Hold parties accountable for violations of law 

Of course, despite our best efforts, not everyone complies with the law all the time. That brings 
me to our fifth strategy for helping to make financial markets work better for consumers: 
holding parties who violate the law accountable through an effective supervision and 
enforcement program. Through our supervision program, we examine a variety of banks and 
nonbanks for compliance with federal consumer protection law. To ensure that we use our 
supervisory resources most effectively, we take a risk-based approach to conducting 
examinations. In particular, we assess various factors in deciding which entities to examine so 
that we can direct our resources to the products and markets that pose the greatest risks to 
consumers. Similarly, our Office of Enforcement has focused its investigative resources on 
violations of law that cause the greatest harm to consumers. Together, our supervision and 
enforcement programs have returned hundreds of millions of dollars to injured consumers, halted 
violations of law, and required companies to strengthen their compliance systems. 

Support innovation in the market 

Finally, the sixth strategy we employ to help make consumer financial markets work better is to 
support innovations in the market. We believe that looking at problems and solutions from new 
angles can produce important insights and innovations that will help achieve our vision of a 
consumer finance market that works well for all consumers. To help make this vision a reality, 
we launched “Project Catalyst” to support innovators in creating consumer-friendly financial 
products and services. As one aspect of this project, we have invited innovators to collaborate ^ 
with us on changes that could serve consumers. In particular, the public may propose changes in 
financial regulation that could better foster consumer-friendly innovation, or they may share an 
idea for a new, consumer-friendly financial product or service and ask to collaborate with us in 
developing it. 

Another part of Project Catalyst is our trial disclosure program. Under this program, companies 
can design an innovative disclosure or way of delivering a disclosure that is not permissible 
under existing regulations. Where appropriate, we will grant a waiver from compliance with the 
existing regulations, with safeguards in place to protect against consumer harm, so that the 
company can try out its idea and measure how well it works. We will then be able to review the 
data from the trial disclosure to help determine whether the proposed innovation works better 
than what is currently required. 

All of these strategies play an important part in our work to promote well-functioning markets 
for consumer financial products and services that are fair, transparent, and competitive. 
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Conclusion 


Thank you again for the opportunity to discuss the impact of regulation on financial markets and 
institutions with the Committee. We look forward to carrying out our responsibilities under the 
Dodd-Frank Act to strengthen the financial services market for consumers. 
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Congressional Testimony 


Introduction 

Chairman Hensarling, Ranking Member Waters, and Members of the Committee, the 
National Credit Union Administration appreciates the invitation to provide its views on the 
agency’s recent regulatory and supervisory activities and their effects on federally insured 
credit unions, consumers, and the financial services marketplace. 

1 am Michael J. McKenna. 1 have worked forNCUA in various capacities since 1989, 
including as a staff attorney, Senior Policy Advisor, Deputy Executive Director, and Deputy 
General Counsel. Since August 2011, 1 have served as NCUA’s General Counsel. In this 
role, 1 have the responsibility for managing all legal matters affecting NCUA. 

As a starting point, I want to emphasize that NCUA understands the need to strike a proper 
balance between implementing the safety and soundness considerations required by the 
Federal Credit Union Act and minimizing the bottom-line impact for the credit unions we 
regulate and insure. NCUA has a tailored program designed to mitigate compliance costs 
and improve the examination process for all credit unions. Rather than adopting one-size- 
fits-all regulations, NCUA focuses the agency’s rules on risk and asset size. 

In the invitation to testify, the Committee asked NCUA to review the agency’s recent 
regulatory and supervisory activities. The invitation also asked several questions related to 
the use of cost-benefit analyses in rulemakings, the effects of rulemakings on the 
marketplace, the access of consumers to products, and the agency’s rulemaking procedures. 

To answer these questions, this te.stimony will provide general background about NCUA, its 
rulemaking process, and recent regulatory activities. This testimony will also highlight 
recent developments affecting NCUA’s rulemakings and explore how rules affect product 
availability. Additionally, this testimony will briefly detail NCUA’s examination process, 
which seeks to limit compliance costs for small, non-complex credit unions. 

Finally, this testimony will discuss the agency’s ongoing efforts to reduce regulatory 
compliance requirements and address emerging risks. Since the inception of NCUA Board 
Chairman Debbie Matz’s Regulatory Modernization Initiative in 201 1, the NCUA Board 
has approved six rules to reduce regulatory burdens and four targeted rules to mitigate 
safety and soundness concerns. These four rules also exempt two-thirds of all credit unions 
from regulatory requirements. The ongoing success of the initiative demonstrates NCUA’s 
commitment to reducing compliance requirements and adopting flexible rules targeting risk 
to ensure the continued safety and soundness of the credit union system. 
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NCUA’s Mission 

NCUA’s primary mission is to provide, through regulation and supervision, a safe and 
sound credit union system, which promotes confidence in the national system of cooperative 
credit. NCUA performs this important public function by: 

■ Examining all federal credit unions. 

■ Participating in the supervision of federally insured, state-chartered credit unions in 
coordination witli state regulators. 

■ Insuring individual accounts at federally insured credit unions up to $250,000 and 
joint accounts up to $250,000 per member. 

As required by the Federal Credit Union Act, NCUA serves as the administrator of the 
$1 1.6 billion National Credit Union Share Insurance Fund.' In this role, NCUA provides 
oversight and supervision to 6,554 federally insured credit unions. Of these credit unions, 
NCUA directly supervises the 4,105 federal credit unions that the agency chartered. 

Currently, federally insured credit unions represent 98 percent of all credit unions and serve 
96.3 million credit union members."^ 

Rulemaking and Review Processes 

In developing new rules and revising existing ones, NCUA follows the requirements of the 
Federal Credit Union Act and other applicable laws. NCUA’s unique rolling three-year 
review of every NCUA regulation also guides many of the agency's regulatory efforts. 

Regulation Review 

Since 1987, NCUA has followed a well-delineated and deliberate process to continually 
review its regulations and give the public the opportunity to comment. NCUA conducts a 
rolling review of one-third of ail its regulations each year, meaning that the agency reviews 
all of its regulations at least once every three years. This process ensures that NCUA’s 
regulations are up-to-date, effective, and reflect the current environment. 


’ Congres.s estabii-shed llie National Credit tJnton Share Insurance Fund in 1970 as part of the Federal Credit Union Act 
(P.L. 91 -468) and amended the Share Insurance Fund’s operations in ! 984 (P.L. 98-369). The fond operates as a revolving 
fund in the U.S. Treasury’ under the adminislration of the NCUA Board for iIk; purpose of insuring member share deposits 
in ali federai credit unions and in qualifying state-chartered credit unions that request federal insurance. Funded by 
federally insured credit unions, the Share Insuraiw^e Fund is backed by the full faith and credit of the United States. 

■ NCUA does not oversee approximately 133 state-chartered, privately ijisured credit unions. Tfie temi "credit union’- is 
used throughout this statement to refer to federally insured credit unions. 
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This long-standing regulatory review policy helps to ensure NCUA’s regulations: 

» Impose only the minimum required burdens on credit unions, their members, and the 
public. 

■ Are appropriate for the size of the credit union regulated by NCUA. 

■ Are issued only after full public participation in the rulemaking process. 

• Are clear and understandable. 

This rolling review is fully transparent. On its website every year, NCUA publishes the list 
of the applicable regulations up for review that year and invites public comment on any or 
all of the regulations.’ 

Rulemaking Considerations 

NCUA recognizes the importance of minimizing the compliance costs associated with new 
rules, particularly for small, non-complex credit unions. Therefore, the agency will not 
engage in formal rulemaking unless there is a clear need for a rule. 

Before engaging in formal rulemaking under the Administrative Procedure Act, NCUA 
conducts an analysis about the need for and impact of a potential rule and the associated 
costs and benefits. NCUA also gathers infonnation from stakeholders, including comments 
received as part of NCUA’s rolling regulatory review and interactions with credit unions, 
trade associations, state regulators, and other interested parties. NCUA additionally 
performs extensive research on applicable topics related to a potential rule. 

Occasionally, NCUA issues an advance notice of proposed rulemaking in the Federal 
Register. In this notice, the agency identifies its initial analysis on a particular subject 
without imposing any proposed requirements. NCUA uses this procedure as a tool for 
gathering public comments and information before committing to a regulatory direction. 

For example, NCUA issued advance notices of proposed rulemaking in 2011 and 2012 
before proposing regulations on emergency liquidity and derivatives. These notices 
informed the development of the proposed rules. 

When updating or issuing new rules, NCUA complies with the applicable statutes. For 
example, NCUA follows the Administrative Procedure Act to ensure proper public input. 
NCUA also adheres to the Plain Writing Act to make certain tliat the agency’s rules are 
clear and understandable. NCUA additionally follows the requirements of the Paperwork 
Reduction Act to estimate paperwork compliance costs. 


See hllp://ww\v.ncua.gov/i.,egal/Refrs/Pages/Rcg»latk)n.R.asp x. 
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Evaluating Costs and Benefits 

NCUA strives to ensure tliat the agency’s rulemakings are reasonable and cost-effective. 

Many of NCUA’s regulations strengthen the safety and soundness of the credit unions the 
agency supervises. These safety and soundness regulations are designed to reduce the 
likelihood of credit union failures and, in doing so, protect the National Credit Union Share 
Insurance Fund from losses. Any loss to the Share Insurance Fund is ultimately borne by 
surviving credit unions, which may be required to pay increased premiums. As member- 
owned cooperatives, this means the members who are the owners and customers of the 
credit unions may ultimately repay these costs. As the developments of the last decade have 
demonstrated, the cost of regulatory inaction can result in failures that impose a greater cost 
to credit unions than the cost of action. 

When considering regulatory changes, the NCUA Board considers both the direct and 
indirect potential costs, as well as the potential benefits. Direct costs include any expenses 
credit unions are likely to incur in complying with the rule. These costs might include the 
additional time spent collecting data, reporting, and training staff, as well as the need to 
acquire new software or services. Indirect costs might include higher lending rates or fees, 
lower rates on share deposits, or other unintended constraints on credit union activities for 
their members. 

The NCUA Board also uses the public comment process to gain insight on potential costs 
and unintended consequences directly from the credit unions the agency supervises and 
insures. A good example of this process is NCUA’s final rule on emergency liquidity. The 
proposed rule applied to all federally insured credit unions with more than $50 million in 
assets. The public comment period yielded a number of important comments from credit 
unions about the compliance requirements associated with establishing emergency lines of 
credit. 

Based on this information, the NCUA Board reconsidered the balance between costs and 
benefits for credit unions between $50 million and $250 million in assets. In the final rule, 
the NCUA Board exempted these credit unions from establishing emergency lines of credit. 
Instead, the NCUA Board only required these credit unions to develop contingency funding 
plans that clearly set out strategies for meeting emergency liquidity needs. 

As noted above, the benefits associated witli NCUA’s rules are primarily derived from 
addressing and mitigating risks in order to reduce the likelihood of credit union failures. By 
mitigating failures, NCUA protects the Share Insurance Fund and, in so doing, limits the 
financial burdens placed on surviving credit unions, which bear the costs of any failures. 
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The collapse of five corporate credit unions during the financial crisis best illustrates this 
point. To date, credit unions have paid $4.8 billion in assessments and experienced $5.6 
billion in losses in the form of contributed capital.'' These costs reduced credit union 
earnings and capital and, as a result, may have decreased interest paid on share deposits, 
increased loan rates, and constrained credit union services for their members. 

Effect on the Marketplace 

In addition to the services credit unions offer their members, independent research has 
shown that credit unions provide benefits to non-members by creating competition in the 
marketplace. ITiis results in better loan rates for consumers in markets with robust credit 
union participation.^ 

In developing or devising any rule, the NCUA Board and staff will consider the effect on 
the credit union system and the broader financial services marketplace. Credit unions are an 
important part of the nation’s financial services infrastructure. As member-owned 
cooperatives, credit unions focus on serving their members. According to the Federal 
Reserve’s Financial Accounts of the United States, credit union loans accounted for 8.4 
percent of all lending by U.S. chartered depository institutions at the end of 2013, an 
increase of 1 .1 percentage points since 2009. 

NCUA is not aware of any regulatory action the agency has taken that has eliminated the 
availability of pentiissible products for credit union members. NCUA closely monitors 
lending trends and maintains open lines of communication with stakeholders. If it is 
determined that a rule is having unintended adverse consequences, such as decreasing the 
availability of financial services products, NCUA staff would immediately notify the NCUA 
Board and offer alternatives. 

Public Awareness and Input 

NCUA is committed to providing transparency in the rulemaking process. NCUA publishes 
every proposed and final rule in the Federal Register. NCUA also notifies the Office of 
Management and Budget of items for inclusion in the Administration’s “Unified Agenda’’ 
every six months. 


^ NCUA is actively working lo mitigate Ihe assessments that credit unions need to pay by holding accountable those Wall 
Street firms tliat sold faulty mortgage-backed securities to the five foiled corporate credit unions. Since 201 L NCUA lias 
recovered more than SL75 billion through liie agency’s legal actions. These recoveries, combined with improving legacy 
asset performance, have continued to improve the outtook of projected loss estimates, NCUA remains committed to 
holding accountable those that atntribulcd to the corporate credit union failures. At the end of 2013, NCUA had 1 5 
lawsuits pending again.st Wall Street firms. In addition, NCUA filed suit against 13 bank.s in 2013 alleging violations of 
federal and state antitrust ]aw.s by their manipulation of interest rates in the London Interbank Offered Rate system. 

See, for example. Feinberg, Robert M., “The Determinants of B^tk Rates In Local Consumer Lending Markets; 
Comparing Market- and Institution-Level Results,” Southern Economic Jounial 70 (2003). 144-156. 







Every proposed rule is released for a comment period, typically 60 days, which provides 
sufficient time for public review and input. In some instances, if a proposed rule is 
particularly complex, a longer comment period may be provided. This is the case on risked- 
based capital; the comment period will close 125 days after the rule was proposed. After 
the comment period closes, NCUA carefully review's and summarizes all comments. 

The NCUA Board generally makes changes to proposed rules based on the comment letters 
received from credit unions, the general public, and other interested parties. Often, it is the 
comments of credit unions that most directly affect the content of the agency’s final rules. 
The process of soliciting and carefully considering comments on proposed rules has resulted 
in better regulations. 

Recent Regulatory Activities 

Under NCUA’s ongoing Regulator)' Modernization Initiative, the agency seeks to update 
and streamline existing regulations to reduce compliance requirements or expand the 
powers of credit unions, consistent with tlte law and without jeopardizing safety and 
soundness. Overall, NCUA also seeks to issue and enforce flexible, calibrated, and risk- 
focused regulations that take into account the size of the credit union to minimize regulatory 
obligations, where possible. 

Rulemaking Overview 

In recent years, NCUA’s regulatory activities can generally be classified as: 

• Enhancing the system’s safety and soundness in response to the lessons learned from 
the recent financial crisis or the identification of growing potential risks. 

■■ Implementing the requirements of statutes like the Dodd-Frank Wall Street Refonn 
and Consumer Protection Act. 

■ Addressing recommendations made by the Government Accountability Office or 
NCUA’s Office of the Inspector General. 

« Providing regulatory relief both through rulemaking and other actions, such as 
supervisory guidance, policy statements, and streamlined examinations. 

• Clarifying technical issues. 

In 2013 and 2014, the NCUA Board approved 17 final rules. Of these rules, one rule was 
required by the Dodd-Frank Act, five rules provided regulatory relief, and four rules 
addressed safety and soundness matters. Seven rules were technical or clarifying. Figure I 
summarizes these 1 7 rulemakings by each of these categories. 
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Figure I 


Stated another way, 70 percent of NCUA’s recent final rules have provided regulatory relief 
or greater clarity without imposing new compliance costs. In the four instances where a 
new rule created a compliance cost under the Paperwork Reduction Act, NCUA has worked 
to minimize the burden on credit unions in complying with the new rule. 

Remaining Financial Crisis Responses 

Since the financial crisis of 2007 through 2009, NCUA has issued several rules designed to 
enhance safety and soundness. The agency has two planned post-crisis rulemakings 
remaining. One is the agency’s risk-based capital rule; the other is a proposed rule requiring 
capital planning and stress testing for federally insured credit unions with assets exceeding 
$10 billion. Both proposed rules would mitigate risks to the Share Insurance Fund. 

The NCUA Board proposed the risk-based capital rule on Januarj' 23, 2014. The extended 
comment period on this proposed rule, one of the longest in NCUA’s history, will close 
May 28. Under the proposed rule, only the 3 percent of federally insured credit unions that 
take higher risks would be required either to reduce those risks or to hold more capital. 
However, credit unions would not be required to hold capital at a level above the risk-based 
well capitalized threshold, as some stakeholders have stated. The proposed risk -based 
capital also exempts two-thirds of credit unions, those with less than $50 million in assets, 
because they are not considered complex. Based on losses from several larger credit unions 
incurred during the past crisis, a final risk-based rule will be critical to protecting against 
future losses. 

Likewise, stress te.sts are forward-looking measures. NCUA’s proposed stress testing rule is 
designed to determine whether a credit union is holding an adequate capital position to 
survive adverse scenarios and to allow credit unions to make adjustments before a crisis 
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hits. The proposed rule would bring affected credit unions in line with changes made by the 
Dodd-Frank Act, which requires certain financial services entities with more than $10 
billion in assets to conduct annual stress tests. 

Under the proposed rule, a credit union that fails a stress test would be required to develop a 
capital enhancement plan to demonstrate how it would meet minimum stress test capital 
ratios. Before taking action on a capital plan submitted by a federally insured, state- 
chartered credit union, NCUA would consult with the state regulator. A credit union that 
passes the test would benefit from the analysis by identifying potential improvements in its 
enterprise risk management system. Currently, only 4 of the 6,554 credit unions that NCUA 
regulates and insures would have to take any action under this proposed rule. 

NCUA’s Office of National Examinations and Supervision would oversee the stress testing, 
which would be based on scenarios issued each year by the Federal Reserve. Tiie comment 
period for this proposed rule ended at the end of 2013, and the NCUA Board anticipates 
approving a final rule later this year. 

Recent Developments Impacting Regulation 

A number of legislative and administrative developments have impacted NCUA’s 
regulatory program in recent years. 

Statutory Requirements 

The enactment of the Dodd-Frank Act in 2010 resulted in all federal financial services 
regulators, including NCUA, adopting a number of reforms aimed at addressing regulatory 
shortcomings and preventing future financial crises. 

NCUA has acted diligently to implement the required reforms applicable to credit unions. 
For instance, in September 2010, the NCUA Board approved a final rule making permanent 
the $250,000 per account limit on share insurance coverage. In December 2012, the NCUA 
Board adopted a final rule to require new standards forjudging the creditworthiness of 
investments. To date, NCUA has finalized ten actions related to the Dodd-Frank Act. 

In recent years, NCUA has also participated in a number of interagency rulemakings. These 
rulemakings relate to actions required by the Dodd-Frank Act or other laws enacted by 
Congress. NCUA greatly appreciates the cooperative relationships which have been 
strengthened with other agencies as a result of these Joint rulemakings. Currently, NCUA 







has several joint agency rulemakings pending, including proposed rules on flood insurance, 
and appraisal management companies.® 

GAO and OIG Recommendations 

NCUA has additionally acted on regulatory matters in re.sponse to the recommendations of 
the Government Accountability Office and NCUA’s Office of the Inspector General. In 
January 2012, GAO released a report. Earlier Actions Are Needed to Better Address 
Troubled Credit UnionsJ The report recommended that NCUA make changes to the 
agency’s prompt corrective action rule, including updating risk-based capital standards for 
credit unions. 

Additionally, NCUA’s OIG has issued multiple material loss reviews for failed credit 
unions from 2009 to the present. These reviews have included recommendations for NCUA 
to prevent future losses, including strengthening safety and soundness regulations including 
the agency’s risk -based capital rule. As noted earlier, NCUA issued its proposed rule on 
risk-based capital on .lanuary 23, 2014. 

Executive Order 13579 

On July 1 1, 201 1, President Obama issued Executive Order 13579 requesting that 
independent agencies take steps to ensure regulations are cost-effective and designed to 
promote economic growth and job creation. While NCUA already met or exceeded the 
Executive Order’s key principles, NCUA Board Chairman Matz announced the agency’s 
Regulatory Modernization Initiative in September 2011. Under the initiative, NCUA is 
working to eliminate or streamline ineffective or overly burdensome regulations. 
Additionally, NCUA is developing targeted regulations that address high-risk activities. 

Some of the actions taken by NCUA under the Regulatory Modernization Initiative include: 

■ Permitting eligible credit unions to use basic derivatives to hedge interest rate risk. 

■ Simplifying the process for credit unions to receive a low-income designation. 

■ Streamlining Community Development Revolving Loan Fund loan applications. 

■ Easing the reporting of troubled debt restnicturings to keep people in their homes. 


* Although the Dodd-Frank Act requires NCUA to i^sue the proposed joint agency rule on minimum requirements for 
appraisal management companies, NCUA will not be able to enforce it. Presently, NCUA is the only federal financial 
institutions regulator lacking the nccessar>' authority to examine third-party vendors for safety and soundness and 
compliance -with laws and regulations. NC.'UA lias asked Congress to provide vendor authority under the .Federal Credit 
Union Act to mitigate this regulatory blind spot. 

^ See GAO- 1 2-247 available at iiitp://ww’w.uao.go\7assets/590/587409.pdf . 
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Through the Regulatory Modernization Initiative, NCUA is also adopting rales to address 
new risks and update outdated or insufficient rules. Such rules address lessons learned 
during the recent crisis. Recent actions related to this objective include final rules to: 

• Mitigate interest rate risk. 

■ Plan for emergency liquidity. 

• Enhance the risk transparency of credit union service organizations. 

• Protect buyers of loan participations. 

Reducing Regulatory Burdens 

In addressing regulatory burdens, credit unions .sometimes raise concerns stemming from 
other regulators such as the Financial Crimes Enforcement Network, which sets the 
standards for compliance with the Bank Secrecy Act. NCUA has no ability to provide 
regulatory relief in these insitances. However, NCUA does work to reduce regulatory 
burdens where possible, including by targeting rules and examinations for small credit 
unions and increasing the number of credit unions with the low-income designation. 

Small Credit Unions 

NCUA aims to target the agency’s regulations to risk and asset size, rather than adopting 
one-size-fits-all rules. In this regard, NCUA is particularly sensitive to the impact that 
rulemakings have on small, non-complex credit unions. 

These credit unions have limited resources to comply with new regulations. In fact, for 
credit unions with less than $50 million in assets the median number of employees is 3.5 
full-time equivalent staff. Because they do not pose substantial risk exposure to the Share 
Insurance Fund, NCUA exempts small, non-complex credit unions from new NCUA rules 
or eases compliance costs for them whenever feasible. 

For example, at the start of 2013, the NCUA Board approved a final rule that updated the 
definition of a small credit union from the former threshold of less than $10 million in assets 
to the new threshold of less than $50 million in as,sets. As a result of this regulatory' change, 
two-thirds of federally insured credit unions are exempted from the risk-based net worth 
regulatory requirements under NCUA’s existing prompt corrective action rule. Credit 
unions with less than $50 million in assets are also exempted from the requirement to adopt 
and implement interest rate risk policies. In addition, 2,270 more credit unions became 
eligible for assistance from NCUA’s Office of Small Credit Union Initiatives, including 
access to free training sessions and consulting services. 
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Since adopting the new asset threshold for defining small credit unions, NCUA has finalized 
a rule on emergency liquidity for credit unions. This scaled regulation places the smallest 
burden on credit unions with less than $50 million in assets. 

Going forward, the NCUA Board will continue to consider the $50 million asset threshold 
for additional regulatory relief when issuing rules for credit unions. NCUA plans to revisit 
this threshold in 20 1 5 and then every three years to ensure that the level accurately 
measures the size of small, non-complex credit unions in a rapidly changing marketplace. 

Low-Income Credit Unions 

Low-income credit unions play an important role in their communities and are often the 
only federally insured institutions serving underserved and unbanked populations. These 
credit unions can promote greater financial security for their members. Growth in the 
number of credit unions with the low-income designation could provide additional 
opportunities for investment in local economies. 

To qualify as a low-income credit union, a majority of a federal credit union’s membership 
must meet low-income thresholds based on 2010 Census data. Under the Federal Credit 
Union Act, the low-income designation offers several benefits including: 

• Eligibility for Community Development Revolving Loan Fund grants and low- 
interest loans. 

■ Ability to accept deposits from non-members. 

• Authorization to obtain supplemental capital. 

• Expanded member business lending authority, which increases access to capital for 
small businesse.$ and helps to diversify credit unions’ portfolios. 

In August 201 2, NCUA Board Chaimian Matz announced an initiative to significantly 
streamline the application process for federal credit unions to secure a low-income 
designation. In Febniary 2013, NCUA expanded the initiative as a result of an agreement 
with the National Association of State Credit Union Supervisors and state regulators to 
expedite the approval process for federally insured, state-chartered credit unions. 

By the end of 2013, NCUA’s initiative to simplify the low-income designation process 
resulted in 1,986 credit unions across the country carrying the designation, nearly double the 
number from when the initiative began. Together, these credit unions have 20.1 million 
members and $1 77.9 billion in assets. 
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Supervision of Credit Unions 

NCUA continues to use a risk-focused approach when conducting examinations of credit 
unions. In addition, NCUA utilizes an annual examination program. Begun in 2009 and 
fully phased in by 2012, this program requires annual examinations of all federal credit 
unions regardless of asset size, and all federally insured, stale-chartered credit unions with 
more than $250 million in assets. The program allows NCUA examiners to identify and 
work with credit unions to correct issues earlier to avoid greater costs to the Share Insurance 
Fund later on. 

To decrease the amount of time spent on exams in small credit unions, NCUA has 
conducted expedited exams since 2012 at credit unions with under $10 million in assets and 
which are financially and operationally sound. These very small credit unions pose limited 
exposure to the Share Insurance Fund. The streamlined examinations focus on pertinent 
areas of risk found in these types of institutions, such as lending, recordkeeping, and 
auditing. This shortened exam process also allows the smallest credit unions more time to 
focus on serving their members. 

Additionally, NCUA is now in the process of applying the streamlined examination 
program for credit unions with assets between $ 1 0 million and $50 million. When 
implemented, this program will further reduce the examination requirements for eligible 
credit unions. 

Conclusion 

NCUA appreciates the need to strike a proper balance between the Federal Credit Union 
Act’s safety and soundness requirements and minimizing the regulatory burdens of credit 
unions. To do this, NCUA has in place a calibrated regulatory program designed to mitigate 
compliance costs. NCUA also aims to target the agency’s regulations to risk and asset size, 
rather than adopting one-size-fits-all rules. 

To further reduce regulatory burdens, NCUA remains committed to continuing its rolling 
three-year review of the agency’s rules. This program ensures that NCUA’s regulations 
reflect and keep up with marketplace realities. NCUA will also continue efforts to 
streamline examinations for small, non-complex credit unions. Finally, NCUA is 
committed to working with Congress and other stakeholders to explore other ways to 
improve NCUA’s rules and the examination process. 

I look forward to answering any questions the Committee may have. 
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Chairman Hensarling, Ranking Member Waters, and members of the Committee, 
thank you for the opportunity to testify today on the recent regulatory activity of the 
Federal Deposit Insurance Corporation (FDIC). 

My testimony will address several topics. First, I will discuss the improving state 
of the industry following the financial crisis. I will then address recent regulatory activity 
of the FDIC, including actions related to capital and liquidity requirements, and credit 
risk retention. Finally, I will describe our efforts to tailor regulations and our supervisory 
approaches for community banks in recognition of the unique role they play in the 
financial system. 

Improvine State of the Industry 

The banking industry in the United States continues to experience gradual but 
steady improvement since the financial crisis. Asset quality has improved; there are 
fewer troubled institutions; and capital and liquidity ratios are stronger. 

Annual earnings in the industry have increased for the past four years. FDIC- 
insured commercial banks and savings institutions reported aggregate net income of 
$40.3 billion in the fourth quarter of 2013, a $5.8 billion (16.9 percent) increase from a 
year ago. Over half (53.0 percent) of the 6,812 FDIC-insured institutions in the fourth 
quarter reported a year-over-year increase in earnings. The proportion of banks that were 
unprofitable in the fourth quarter fell to 12.2 percent from 15.0 percent a year earlier. 
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Balance sheets in the industry also have improved. Net charge-offs have posted a 
year-over-year decline for 14 consecutive quarters, and noncurrent loan balances have 
declined for 15 consecutive quarters. Importantly, loan balances for the industry as a 
whole have grown in nine out of the last 1 1 quarters. These positive trends have been 
broadly shared across the industry among large institutions, mid-size institutions, and 
community banks. 

Other indicators of industry conditions have been moving in a positive direction. 
The number of banks on the FDIC "Problem List" — those institutions with the lowest 
supervisory CAMELS ratings of 4 or 5 — peaked in March 201 1 at 888 institutions. By 
December 2013, the number of problem banks had dropped to 467. The number of bank 
failures also has been declining steadily. Bank failures peaked in 2010 at 157. In 2013, 
there were 24 bank failures. 

Another sign of the improving health of the banking industry is the decline in the 
number of enforcement actions by the FDIC. The total number of FDIC enforcement 
actions, both formal and informal, decreased by 27 percent last year, from 775 in 2012 to 
567 in 2013. Last year, for the first time since 2008, the total number of enforcement 
actions terminated outpaced the number of enforcement actions issued. 

Despite these positive trends, the banking industry still faces a number of 
challenges. For example, although credit quality has improved, delinquent loans and 
charge-offs remain at elevated levels. In addition, tighter net interest margins and 
relatively modest loan growth have created incentives for institutions to reach for yield in 
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their loan and investment portfolios, which has heightened their vulnerability to interest 
rate risk. The federal banking agencies have reiterated their expectation that banks 
manage risk in a prudent manner. Interest rate risk is an ongoing concern for bank 
regulators, and it will continue to be a focus of attention in safety and soundness 
examinations. 

The Deposit Insurance Fund 

As the industry has recovered over the past few years, the Deposit Insurance Fund 
(DIF) also has moved into a stronger financial position. 

The Dodd-Frank Act raised the minimum reserve ratio for the DIF (the DIF 
balance as a percent of estimated insured deposits) from 1.15 percent to 1.35 percent, and 
required that the reserve ratio reach 1.35 percent by September 30, 2020. The FDIC is 
currently operating under a DIF Restoration Plan that is designed to meet this deadline, 
and the DIF reserve ratio is recovering at a pace that remains on track under the Plan. As 
of December 31, 2013, the DIF reserve ratio stood at 0.79 percent of estimated insured 
deposits, up from 0.68 percent at September 30, 2013, and from 0.44 percent at year-end 
2012 . 

The fund balance has grown every quarter for the past four years and stood at 
$47.2 billion at December 31, 2013. This is in contrast to the negative $21 billion fund 
balance at its low point at the end of 2009. Assessment revenue, fewer anticipated bank 
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failures, and lower estimated losses on failed bank assets have been the primary drivers 
of the growth in the DIF balance. 

Regulatory Activity 

Capital and Liquidity Requirements 

Interagency Rulemakings on Basel HI and the Supplementary Leverage Ratio 
In July 2013, the FDIC Board acted on two important regulatory capital 
rulemakings. First, the FDIC joined the Federal Reserve Board and the OCC in issuing 
rules that significantly revise and strengthen risk-based capital regulations through 
implementation of the Basel III capital standards adopted by the Basel Committee on 
Banking Supervision (Basel Committee) and certain requirements of the Dodd-Frank Act 
(Basel III rulemaking). Second, these agencies also issued a notice of proposed 
rulemaking (Enhanced Supplemental Leverage Ratio NPR) that would strengthen 
leverage capital requirements for eight of the largest and most systemically important 
U.S. bank holding companies (BHCs) and their insured banks. 

The Basel III rulemaking substantially strengthens both the quality and the 
quantity of risk-based capital for all banks in the U.S. by placing greater emphasis on 
common equity tier 1 capital. Common equity tier 1 capital is widely recognized as the 
most loss-absorbing form of capital, and the Basel III changes are expected to result in a 
stronger, more resilient industry better able to withstand periods of economic stress in the 
future. The Basel III rulemaking also includes a new supplementary leverage ratio 


4 



125 


requirement, as provided in the Basel III framework. This represents an important 
enhancement to the international capital framework. Finally, in response to industry 
comments on the proposal, the Basel III rulemaking includes provisions designed 
specifically to reduce burden on smaller banking organizations. The Basel III rules are 
effective on January 1, 2015, for banking organizations that are not subject to the 
advanced approaches risk-based capital rules. This timeframe provides most banks with 
an additional year to implement the rules, as compared to the largest organizations that 
are subject to the advanced approaches. While most banks already meet the Basel III 
requirements, those that need more time will benefit from the rule’s extended phase-in 
period. 


As noted above, the agencies also issued an Enhanced Supplementary Leverage 
Ratio NPR, which proposes enhanced supplementary leverage standards for eight large 
and systemically important BHCs and their insured banks. The NPR would require 
covered IDIs to satisfy a six percent supplementary leverage ratio to be considered well 
capitalized for prompt corrective action (PCA) purposes. BHCs covered by the 
Enhanced Supplementary Leverage Ratio NPR would need to maintain a supplementary 
leverage ratio of at least five percent (a three percent minimum plus a two percent buffer) 
to avoid restrictions on capital distributions and executive compensation. 

Higher leverage capital requirements would help reduce the risk these institutions 
pose to the financial system and would also put additional private capital at risk before 
the DIF and the FDIC’s resolution mechanisms would be called upon. The issuance of 
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the Enhanced Supplementary Leverage Ratio NPR is one of the most important steps the 
banking agencies could take to strengthen the safety and soundness of the U.S. banking 
and financial systems. The comment period for the Enhanced Supplementary Leverage 
Ratio NPR ended on October 21, 2013. The FDIC Board is considering a final rule on 
the supplementary leverage ratio later today. 

Rule on the Liquidity Coverage Ratio and the Net Stable Funding Ratio Proposal 

A number of large financial institutions experienced significant liquidity problems 
during the financial crisis that exacerbated stress on the banking system and destabilized 
the financial system. In response, in October 2013, the FDIC, together with the OCC and 
the Federal Reserve Board, issued an interagency proposed rule to implement a 
quantitative liquidity requirement consistent with the Liquidity Coverage Ratio (LCR) 
developed by the Basel Committee on which the U.S. banking agencies serve as 
members. The comment period on this proposal closed on January 3 1 , 20 1 4, and the 
agencies are in the process of reviewing the more than 100 comments received. 

Risk Retention 

On August 28, 2013, the FDIC Board approved a NPR issued jointly with five 
other federal agencies to implement the credit risk retention requirement set forth in 
Section 941 of the Dodd-Frank Act, which seeks to ensure that securitization sponsors 
have appropriate incentives for prudent underwriting.' The proposed rule generally 
requires that the sponsor of any asset-backed security (ABS) retain an economic interest 

‘ Credit Risk Retention, 78 Fed. Reg. 57,928 (proposed Sept. 20. 2013), 
http://www.fdic. gov/regulations/la\vs/federal/2013/2013-09-20 proDosed-rule.pdf . 
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equal to at least five percent of the aggregate credit risk of the collateral. This is the 
second proposal under Section 941; the first was issued in April 2011. 

The current NPR provides the sponsors of ABSs with various options for meeting 
the risk retention requirements. As required by the Dodd-Frank Act, the proposed rule 
defines a “qualified residential mortgage” (QRM), that is, a mortgage which is statutorily 
exempt from risk retention requirements. The NPR would align the definition of QRM 
with the definition of “qualified mortgage” (QM) as prescribed by the Consumer 
Financial Protection Bureau (CFPB) in 2013. The NPR also includes a request for public 
comment on an alternative QRM definition that would add certain underwriting standards 
to the existing QM definition. Similar to the prior proposal, the current proposal sets 
forth criteria for securitizations of commercial real estate loans, commercial loans, and 
automobile loans that meet certain conservative credit quality standards to be exempt 
from risk retention requirements. 

The FDIC received over 200 comments on the current NPR. A number of 
comments relate to risk retention issues regarding open market collateralized loan 
obligations (CLOs).^ The proposed rule considers an open market CLO manager to be a 
securitization sponsor and, therefore, the manager would generally be required to retain 
five percent of the credit risk of CLO issuances. As an alternative, managers or sponsors 
could satisfy the risk retention requirement if the lead arrangers of the loans (typically the 

^ An open market CLO is defined as one (i) whose assets consist of senior, secured syndicated loans 
acquired directly from the sellers in open market transactions and of servicing assets, (ii) that is managed 
by a CLO manager, and (iii) that holds less than 50 percent of its assets, by aggregate outstanding principal 
amount, in loans syndicated by lead arrangers that are affiliates of the CLO or originated by originators that 
are affiliates of the CLO. 
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main lender) purchased by the open market CLO retained the required risk. Some 
commenters have argued that the lead arranger option is unworkable and that the 
proposal would significantly affect the formation and continued operation of CLOs, and 
that this could reduce the volume of commercial lending. The agencies are continuing to 
review comments and meet with interested groups to discuss their concerns and will give 
full consideration to all issues raised before issuing the final rule. 

Review of Resolution Plans 

As required by the Dodd-Frank Act, the FDIC is developing a framework for the 
resolution of a systemically important financial institution (SIFI) in the event of a failure. 
Under the Act, bankruptcy is the preferred option for dealing with the failure of a SIFI 
that is not itself an insured depository institution. To make this objective achievable, 
Title I of the Dodd-Frank Act requires that all bank holding companies with total 
consolidated assets of $50 billion or more, and nonbank financial companies that the 
Financial Stability Oversight Council (FSOC) determines could pose a threat to the 
financial stability of the United States, prepare resolution plans, or “living wills,” to 
demonstrate how the company could be resolved in a rapid and orderly manner under the 
U.S. Bankruptcy Code in the event of the company’s financial distress or failure. 

The 165(d) Rule, jointly issued by the FDIC and the Federal Reserve Board in 
2011, implemented the requirements for resolution plans and provided for staggered 
annual submission deadlines based on the size and complexity of the companies. Eleven 
of the largest, most complex institutions submitted initial plans in 2012 and revised plans 
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in 2013. In 201 3, another 120 institutions submitted initial resolution plans under the 
165(d) Rule. In addition, the FSOC designated three non-bank financial institutions for 
Federal Reserve Board supervision. These firms are expected to submit initial resolution 
plans in 2014, along with five additional institutions that have qualified as covered 
companies under the 165(d) Rule in the period following its issuance. 

The Federal Reserve Board and FDIC are charged with reviewing the 165(d) 
plans and may jointly find that a plan is not credible or would not facilitate an orderly 
resolution under the Bankruptcy Code. If a plan is found to be deficient, the Federal 
Reserve Board and FDIC must notify the filer of the areas in which the plan is deficient. 
The filer must resubmit a revised plan that adequately addresses the deficiencies within 
90 days (or other specified timeframe). 

Following the review of the initial resolution plans submitted in 2012, the Federal 
Reserve Board and FDIC issued guidance for the eleven initial firms concerning the 
information that should be included in their 2013 resolution plan submissions. The 
guidance identified an initial set of significant obstacles to rapid and orderly resolution 
that the firms are expected to address in the plans, including the actions or steps a 
company has taken or proposes to take to remediate or otherwise mitigate each obstacle 
and a timeline for any proposed actions. 
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Developing Regulatory Approaches 

The FDIC has an ongoing commitment to ensure that its regulations and policies 
achieve legislative and regulatory goals in the most efficient and effective manner 
possible. As a key component, the FDIC has long recognized the necessity of carefully 
considering all available information relating to the benefits and costs of new regulations 
to ensure that they effectively promote financial stability without placing undue burden 
on insured depository institutions and the public. Last year, the FDIC Board of Directors 
reviewed and updated its Policy Statement on the Development and Review of FDIC 
Regulations and Policies.^ This Policy Statement sets out a number of principles 
governing the development and review of all FDIC regulations and policies, including the 
evaluation of benefits and costs based on available information, and the consideration of 
reasonable and possible alternatives. Particular attention is focused on the impact that a 
regulation will have on small institutions and whether there are comprehensive or 
targeted alternatives to accomplish the FDlC's goal which would minimize any burden on 
small institutions. Specifically, the FDIC seeks to minimize to the extent practicable the 
burdens which a proposed regulation or policy imposes on the banking industry and 
consumers. 

Another critical component of our rulemaking process is to provide the public the 
opportunity to participate in notice and comment rulemaking under the Administrative 
Procedure Act. When proposing a new rule, the FDIC provides the public with a notice 
of proposed rulemaking and the opportunity to submit comments, including comments on 
the potential effect on consumers. The FDIC carefully considers all comments submitted 

’ http://www.fdic.gOv/regulations/laws/rules/5000-400.html#fdic5000developmentar 
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in response to the proposed rule, and weighs potential costs against the potential benefits 
based on available information before issuing the final rule. The FDIC also publishes on 
its website all comments received. Tliroughout the notice and comment rulemaking 
process, the FDIC is committed to ensuring that its regulations achieve legislative goals. 

To ensure that the FDIC's regulations and written statements of policy are current, 
effective, and efficient, and continue to meet the principles set forth in this Policy, the 
FDIC periodically undertakes a review of each regulation and statement of policy. 
Sometimes, this review is done in conjunction with a change to a regulation or policy 
statement triggered by a change in the law. In addition, under the Economic Growth and 
Regulatory Paperwork Reduction Act of 1996 and in conjunction with the other agencies 
of the Federal Financial Institutions Examination Council, the FDIC conducts a 
comprehensive review of its regulations, at least once every ten years, to identify any 
outdated, unnecessary, or unduly burdensome regulatory requirements Imposed on 
financial institutions. The FDIC also may initiate a targeted review in a specific area 
based on changes in the markets or observations at bank examinations, for example. 

The regulatory approach followed by the FDIC is intended to implement the 
statutes enacted by Congress. Rather than prohibiting financial products or services, the 
FDIC seeks to ensure that they are offered to consumers fairly, and are consistent with 
safe and sound banking practices. 
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Community Bank Issues 

As the primary federal regulator for the majority of smaller institutions, the FDIC 
is keenly aware of the challenges facing community banks. The FDIC has tailored its 
supervisory approach to consider the size, complexity, and risk profile of the institutions 
it oversees. For example, large institutions (those with $10 billion or more in total assets) 
are generally subject to continuous supervision (targeted reviews throughout the year), 
while smaller banks are examined periodically (every 12 to 18 months) based on their 
size and condition. Additionally, the frequency of our examinations of compliance with 
the Community Reinvestment Act can be extended for smaller, well-managed 
institutions. Moreover, in Financial Institution Letters issued to the industry to explain 
regulations and guidance, the FDIC includes a Statement of Applicability to institutions 
with less than $1 billion in total assets. 

The FDIC also reviewed its examination, rulemaking, and guidance processes 
during 2012 as part of our broader review of community banking challenges, with a goal 
of identifying ways to make the supervisory process more efficient, consistent, and 
transparent, while maintaining safe and sound banking practices. Based on the review, 
the FDIC has implemented a number of enhancements to our supervisory and rulemaking 
processes. First, the FDIC has restructured the pre-exam process to better scope 
examinations, define expectations, and improve efficiency. Second, the FDIC is taking 
steps to improve communication with banks under our supervision through the use of 
web-based tools, regional meetings and outreach. Finally, the FDIC has instituted a 
number of outreach and technical assistance efforts, including increased direct 
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communication between examinations, increased opportunities to attend training 
workshops and symposiums, and conference calls and training videos on complex topics 
of interest to community bankers. The FDIC is continuing its review of examination and 
rulemaking processes, and continues to explore new initiatives to provide technical 
assistance to community banks. 

In addition, the FDIC and our fellow banking regulators have been receptive to 
issues identified by community banks during the rulemaking process. For example, the 
regulators addressed several issues in the capital rulemaking that were raised by 
community banks during the comment period. Also, the compliance requirements of the 
Volcker Rule are designed to avoid placing needless requirements on banks that do not 
engage in the activities covered by the Rule, such as most community banks. 

Finally, the FDIC has taken regulatory action that directly benefitted community 
banks. In accordance with the Dodd-Frank Act, the FDIC redefined the base used for 
deposit insurance assessments as average consolidated total assets minus average tangible 
equity. As Congress intended, the change in the assessment base shifted some of the 
overall assessment burden from community banks to the largest institutions. Aggregate 
premiums paid by institutions with less than $10 billion in assets declined by 
approximately one-third in the second quarter of 201 1, primarily due to the assessment 
base change. The Dodd-Frank Act also made permanent the increase in the deposit 
insurance coverage limit to $250,000, a provision generally viewed by community banks 
as helping them attract deposits. 
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Conclusion 

Thank you for the opportunity to testify on the recent regulatory activity of the 
FDIC. The condition of the banking industry continues to improve from the recent crisis. 
The FDIC continues to work to reduce the risk of a future crisis and to improve the 
regulatory tools available if one should occur. At the same time, the FDIC continues to 
tailor its supervisory approaches to take into account the size and complexity of the 
institutions it supervises. I would be glad to respond to your questions. 


14 



135 


April 8, 2014 


Statement for the Record 

On behalf of the 

American Bankers Association 

before the 

Financial Services Committee 

of the 

United States House of Representatives 



American 

Bankers 

Association 



136 


April 8. 2014 


Statement for the Record 

On behalf of the 

American Bankers Association 
before the 

Financial Services Committee 

of the 

United States House of Representatives 

April 8, 20I4 


Chairman Hensarling, Ranking Member Waters, and members of the Committee, ABA 
appreciates the opportunity to submit for the record comments regarding bank regulation. The ABA 
represents banks of a!! sizes and charters and is the voice for the nation’s $14 trillion banking 
industry and its two million employees. 

New rules and regulations implemented in recent years have fundamentally altered the way 
banks do business and meet the needs of their customers. While too much risk may have been taken 
on prior to the financial crisis, recent efforts have sought to eliminate ail conceivable risks from the 
banking system. Taking on risks, however, is fundamental to the business of banking. Banks take a 
risk by lending and providing payment services to the business that wants to expand and create jobs; 
they take a risk by making a personal loan to the individual that wants to invest in education; and 
banks take a risk on the family that wants to buy a home. 

Today, banks are being forced to channel enormous resources to comply with regulations and 
manage the regulatory risks that come along with them, rather than using those resources for their 
customers and communities. Banks have already faced 7,605 pages of final rules from the Dodd- 
Frank Act alone with an additional 5,737 pages of proposed rules. This is an enormous challenge 
for any bank, but is particularly problematic for community banks which typically have fewer than 
40 employees. 

Ultimately, the layering on of rule after rule (all of which are highly prescriptive and detailed), 
combined with comprehensive guidance and supervisory pronouncements that are imposed as if 
they had the force of law, ends up restricting credit to communities and often limiting who can 
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access that credit. Less credit means less economic growth, fewer jobs, and lower income for 
workers. 

What is needed is a new approach that acknowledges the important role banks play in fueling 
our economy and fosters an atmosphere that encourages banks to employ credit in the most 
effective way possible. 

The sad fact is that over the course of the last decade 1,500 community banks have 
disappeared. This is why hearings about the impact of excessive regulation are so important. It is 
an opportunity to challenge regulators to take action to stop the rapid decline in the number of 
community banks and to assure we have a healthy and vibrant banking sector. While changing the 
consolidation trends through more efficient and focused regulation and supervision may take many 
years to accomplish, there are actions regulators can take today to address some of the unintended 
consequences that are emerging from recent regulatory decisions. 

For example. Congress was instmmental in encouraging changes in the regulatory treatment of 
Trust Preferred Securities in Collateralized Debt Obligations (TruPS CDOs) in the original rule 
implementing the Voicker Rule. Without that change, hundreds of thousands of dollars in losses 
would have had to be written off in weeks — losses that would have been totally unnecessary. There 
still remain dislocations from that final rule related to Collateralized Loan Obligations (CLOs), 
which are packages of loans made to some of our country's largest and most important businesses. 
By disallowing most of these under the Voicker Rule and forcing divestiture, banks face the 
prospect of fire-sale transactions that hurts their business and helps non-bank firms that would 
gladly snatch up bargains at the expense of banks. Going forward, changes can be made to how 
CLOs are packaged to satisfy the Voicker Rule, but that is no reason to change the rules to punish 
banks for investments they made in the past. We thank the members of this Committee for your 
recent actions to address this matter. 

A second change that could be made by regulators today relates to capital treatment of 
mortgage servicing assets. Basel rules have increased significantly the amount of capital that must 
be held against these assets, it is forcing banks of all sizes to sell these assets to non-banking firms. 
These sales are already occurring. It makes no sense to penalize banks that service mortgages of 
their customers. Many banks are not able to take the long-term risk of holding mortgages on their 
books, but they do want to maintain the relationship with the customer and service their loan. This 
relationship-building should be encouraged by regulators, not discouraged. The ABA strongly 
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supports H.R. 4042, legislation introduced by Rep. Blaine Luetkemeyer (R-MO) and Rep. Ed 
Perlmutter (D-CO) to delay the implementation of Basel rules impacting MSA’s until the impact of 
the new rules can be studied and better alternatives explored. 

Another action that can be taken immediately by regulators is to change the dividend treatment 
for Subchapter S banks so that these banks can make distributions to at least cover the tax bill. 
Shareholders in a Sub S bank must pay taxes on earnings whether those earnings are distributed or 
not. Because of the financial crisis, some of these banks had little or no earnings and were under 
dividend restrictions (which are now even more onerous under Basel conservation buffers). Now 
that they are returning to profitability, the dividend resteictions prohibit distributions, yet the tax 
liability remains. This means that not only did the shareholders forego dividends through the 
financial crisis, but now they must dig into their own pocket to pay the taxes now that the institution 
is returning to health. This would not be the case of a C-corp, as the taxes are always paid before 
any dividends could be distributed. While we understand the goal of the dividend restrictions is to 
channel earnings back into the bank, the tax payment that must be made by Sub S shareholders ends 
up discouraging capital investment in these banks to begin with — just the opposite of what the 
regulators want. The action that is needed is simple: allow distributions to cover at least the tax 
liability. This would make the treatment identical to that of C-corps. 

The time to address these issues is now before it becomes impossible to reverse the negative 
impacts. We thank the Committee for seeking legislative solutions to force changes, but are hopeful 
action to correct the problems will be made by the regulators without changing the law. It is 
imperative that banking agencies recognize that the biggest risk that reform imposes is the risk of 
fewer banking services and the resulting lower economic growth. If banks cannot meet the credit 
needs of their customers our economy will never reach its full potential. 

In addition to the key changes mentioned above that could be implemented in a very short 
period of time, the remainder of this statement provides ABA’s views on many important regulatory 
changes of particularly interest to the committee. The key points we make are that: 

> New mortgage rules will reduce credit availability; 

> Bank examinations and supervision should add value; 

> CFPB’s remittance rule is hurting, not helping, bank customers 
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> Tax-favored credit unions and the farm credit system GSE are hurting community- 
based iendei^; and 

> Operation choke point should be stopped. 


This statement will cover each of these in turn. The ABA staff stands ready to answer any 
questions on these specific topics as well as provide details on many others that threaten the very 
survival of many of our finest banks. 

New Mortgage Rules Will Reduce Credit Availability 

The CFPB’s new mortgage rules are fundamentally changing all aspects of the mortgage 
business — from loan origination to loan servicing. The rules establish new lending and servicing 
standards for all industry participants. In many ways, these new rules codify many of the 
conservative lending and high-quality servicing practices that banks have already put into place. 
However, the new rules are extraordinarily complicated, create strict criteria that borrowers must 
meet to qualify for loans, and add non-trivia! legal risks for loans outside the narrow QM 
definitions. Thus, many creditworthy borrowers — who may have qualified for loans previously — 
may be hard pressed to find loans. 

Of particular and far reaching concern is the implementation of the Ability to Repay /Qualified 
Mortgage rule by the CFPB and the impact of that rule on certain loan products and in certain 
already underserved areas. * 

These unintended consequences which act to limit credit to some borrowers are being 
exacerbated by the ongoing and extensive amendments. Frequent amendments and guidance 
changes create problems for implementation, adding costs which ultimately are paid by borrowers. 
Banks have been working to comply with the new requirements, but the volume and complexity of 
the rules has created uncertainty that banks are still working to address. 


1 Dodd/Frank mandates that loans must have a term of not less than Sn'C years to meet ability to repay requirements, 
essenfiaUy eliminating short term balloon loans. Such loans have traditionally been a valuable resource for smaller dollar 
borrowers in rural areas where secondary market mortage credit is not readily ar^ailable. Although the CFPB has provided 
additional time to study the impact of QM/ATR in rural areas, the new rules are already having a deleterious impact on 
credit avadabilit)’ in some areas. 
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The limits on credit availability will be felt keenly by those borrowers who are unable to 
obtain a loan, but may also be felt by the broader economy. While these rules would be hannful 
during any part of the economic cycle, they are particularly ill-timed now as the housing market is 
starting to improve. A further delay in the housing recovery would be felt by all Americans, both in 
the market value of their homes and the impact of housing on the broader economy. 

In fact, borrowei^ and lenders alike are 
already beginning to feel the impact of all 
these new regulations. For example, 
according to ABA’s Twenty First Annua! 

Real Estate Lending Survey, which was just 
released, 33 percent of respondents 
indicated that they plan to reduce their 
mortgage lending to only the QM segment 
of the market. Moreover, 29 percent of 
respondents indicated that they would make 
non-QM loans, but would restrict non-QM loans to targeted segments of the market. Of those who 
plan to make non-QM loans, 95 percent indicated that they plan to hold those loans in portfolio. 
That response is not surprising given that there are very few private label secondary market options 
available and that the federal secondary market (Fannie, Freddie, FHA) all require loans to meet 
QM, While 38 percent of respondents indicated that the new rules had caused their bank to rethink 
their commitment to mortgage lending, a full 66 percent indicated that they expect the rules to have 
a moderate negative impact on credit availability. Forty percent of respondents indicated that they 
expected a reduction In credit availability across all mortgage segments. 

According to a recent report from Elbe Mac, the average FICO score for a conventional 
mortgage is 755, and borrowers with FICO scores below 620 accounted for less than 1 percent of 
loans. These incredibly high thresholds make it dear that mortgage credit is increasingly moving 
out of the reach of many borrowers as a direct result of new regulations. 

A particular concern stemming from the unintended consequences of the new rules relates to 
issues of fair lending. To be very clear: all bankers have a strong stake in ensuring the lending 
process is fair and not discriminatory. Banks’ lending processes ensure that credit reaches all 
qualified borrowers across the economy, providing the best foundation for growth. However, the 


Will New Regs. Reduce Credit Availability? 
Yes No 


40 . 6 % 39 . 6 % 



So<(m:21(tAnn(»l4BARealEst8te t«ndnj) Survey Becort 


?S^ol American Bankers Association 


6 



141 


Aprils. 2014 

new mortgage rules can work against this goal and lead to restricting credit availability for the very 
people that need it most. 

For example, because of the narrow definition of a qualified mortgage (QM) and the liability 
risks of non-QM loans, loans will be made to only the best qualified borrowers who meet stringent 
debt to income standards. In practice, this also likely means that less affluent communities may not 
be given the support they need to thrive. These rules may leave many communities underserved in 
the mortgage space. Such a result is not because these banks have any discriminatory practices in 
place, but rather that the nature of the rules is changing who qualifies for credit. 

This raises serious concerns that even a bank making only QM loans might be accused of fair 
lending violations. On October 22, 2013, the CFPB and the federal banking agencies stated that 
they “do not anticipate that a creditor's decision to offer only Qualified Mortgages would, absent 
other factors, elevate a supervised institution's fair lending risk.” While statements like this provide 
some level of comfort to banks, ABA will closely monitor how these statements intersect with a 
February 15, 2013, final rule issued by HUD that explicitly allows private or governmental 
plaintiffs to challenge housing or mortgage lending practices that have a “disparate impact” on 
protected classes of individuals. HUD’s rule means that lawsuits can be brought against lenders 
even if their lending practices are facially neutral and non-discriminatory, and even where there is 
no direct evidence that the practice was motivated by a discriminatory intent. Ultimately, this means 
that banks must be more careful when making loans to creditworthy borrowers, Banks may be 
forced to turn down good borrowers, simply to ensure that their loan portfolios meet certain criteria. 

Regulators can alleviate this constriction of credit by taking two simple actions. First, the 
CFPB can deem any balloon loan held in a bank’s portfolio to be compliant with the Ability to 
Repay standards. It stands to reason that if a bank is willing to make a loan, and bold it on its 
books, that bank expects that it will be repaid. No further lest of ability to repay is needed, as long 
as the loan meets safety and soundness standards. 

Second, the CFPB can use its regulatory discretion to provide lenders with an ability to “cure” 
a loan which fails to meet the standards of QM. One of the driving factors which inhibiting lending 
is the liability that comes if a loan is not deemed QM. Lenders are forced to lend only to the “best of 
the best” in order to avoid the possibility that a loan might fail the QM test. If a right to cure for 
minor errors, such as a miscalculation of the complex points and fees test used to determine QM 
eligibility, was provided to lenders, they would be more willing to loan to a broader category of 


i American Banters Association 


7 



142 


Aprils, 2014 

customers who otherwise might be denied credit for fear of imposing additional liability on the 
lender if the loan fails the QM test. 

Bank Exams and Supervision Should Add Value 

The supervisory process should assure risk is identified and managed prudently, bank officials 
and directors are aware of and understand risk, and sufficient capital and reserves are available to 
absorb losses. In the aftermath of the financial crisis, the pendulum of bank examination has swung 
to the extreme. Overbroad, complicated restrictions supplant prudent oversight. Inconsistent 
examinations hinder lending, increase costs, and create procedural roadblocks that undermine the 
development of new products and services to bank customers. 

While the regulators have made improvements — many in response to Congressional pressure 
brought about with the introduction of the Financial Institutions Examination Accountability Act 
(H.R, 1553)— more can be done. For example. Congress could provide immediate relief by creating 
a balanced and transparent approach to bank examinations and establishing a way for banks to 
appeal those examination decisions without fear of retaliation. 

The banking agencies should move towards customized examinations that consider the nature 
of a bank’s business model, charter type, and perhaps most important, bank management’s success 
at managing credits, including a borrower’s character, prior repayment history and strength of 
personal guarantee.s. Regulators' traditional focus on a bank’s asset size is misplaced. In today’s 
complex banking environment, an array of factors have a far greater impact on a banks’ ability to 
serve its customers — as well as its likelihood to get in trouble — than asset size. 

In this regard, examiners should give credit to well-run banks that know their customers and 
local communities, and have far more experience in identifying which borrowers are creditworthy 
and which are not, than examiners themselves, especially if examiners are new to a region. One- 
size-fits-all judgments about such standards as to whether and how much to reserve against loans, 
especially when driven solely by numerical analysis, effectively take away bankers’ autonomy and 
the value of their judgment in contributing to the best allocation of capital to enhance growth. 

Banks, like other private enterprises, should be allowed to run their businesses as they see fit, 
provided they have sufficient capital and reserves to absorb losses and have demonstrated record of 
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good management. Auditors consider the myriad of differences among their clients when making a 
determination of performance; bank examinations should not be any different. 

Although no single piece of legislation could remedy all concerns about the current supervisory 
environment, the following recommendations will significantly improve the examination process. 
The provisions below include the major elements of the Financial Institutions Examination 
Accountability Act (H.R.1553), which ABA strongly supported in the 1 12th Congress and includes 
the Consumer Financial Protection Bureau (Bureau), as the Bureau is actively engaged in bank 
examinations. 

1. Timely Exam Reports: Require regulator (including the Bureau) to provide banks with 
more timely examination reports and more information about the facts upon which the 
agency relied in making examination decisions. 

2. Consistent Treatment: Provide more clarity and consistency regarding how the 
regulatory agencies and their examiners treat loans with respect to nonaccrual, appraisal, 
classification, and capital issues. 

3. Examination Ombudsman: Create a new, independent inter-agency Examination 
Ombudsman within the Federal Financial Institutions Examination Council (FFIEC) to 
ensure the consistency and quality of all examinations. First, this would offer an avenue of 
accountability to assure that the examination process is applied in a manner appropriate to 
the charter, business model, and size and scale of each bank’s operations, rather than in a 
one-size-fits-all way. An examination needs an effective avenue for accountability because 
uncorrected examination error can interfere with the ability of banks to provide services, 
cutting off customer access to credit, raising costs, and reducing product availability. The 
Ombudsman should have clear authority to take corrective action to remedy examination 
errors. Second, the Ombudsman can conduct confidential outreach to gauge community 
bank views of agency performance. This protected communication can encourage candid 
reviews against which an agency can measure whether actions to address community bank 
concerns are actually achieving their intent. 

4. Expedited Appeals: Provide an expedited process for banks to appeal examination 
decisions without fear of reprisals. 

5. No Retaliation: Specifically prohibit regulatory agencies from retaliating against banks, 
including their service providers and any institution-affiliated party as defined in the 
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Federal Deposit Insurance Act. An agency cannot delay or deny action that would benefit 
a bank or institution-affiliated party that is appealing an agency decision. 


CFPB’s Remittance Rule is Hurting, Not Helping, Bank Customers 

Initial evidence suggests that the October 2013 Consumer Financial Protection Bureau’s 
(CFPB) rule has had the unintended consequence of forcing many banks to either raise the prices 
for these services or stop offering them altogether. 

While providing increased transparency for consumers is a priority for banks, the additional 
disclosures associated with this come with a cost. Banks should not he expected to provide 
information they do not have and cannot get. Ultimately, a rule designed to protect consumers 
should not end up costing them more or limiting their options. 

Remittance transfers are an important service offered by banks, allowing consumers to make 
international transfers to friends, family and businesses in other countries. The World Bank 
estimates that $440 billion in remittance payments were made in 2010, of which $325 billion went 
to developing countries. These payments are a critical service that consumers rely on to safely and 
expediently deliver money to their families that depend on them. Moreover, both senders and 
recipients of remittance payments have a higher propensity to hold a bank account. As such, 
remittance payments promote access to financial services and financial education. 

The CFPB’s rule, authorized by Section 1073 of the Dodd-Frank Act, requires banks to provide 
additional disclosures regarding the fees and adds protections for consumers when they send 
international transfers. Among other changes, the provisions of the Dodd-Frank Act require the 
disclosure of the exact amount that a recipient of a wire transfer will receive. Unfortunately, the rule 
and its provisions did not take into account the complexity of the international banking system and 
the breadth of the international transfer system. As a result, CFPB has already had to amend and 
revise the rule to avoid becoming a barrier to certain transfers. 

After the Remittance Rule went into effect on October 28, 2013, ABA surveyed fifty banks in 
order to gauge the rule’s impact on banks. Although the entirety of burdens have yet to be 
determined, many banks have already made the decision to either increase prices and fees in order 
to cover added compliance costs or to stop providing remittance transfer services altogether. In 
fact, of the banks surveyed who are currently subject to the rule, 42 percent plan on increasing fees 
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to cover additional compliance costs while 1 8 j^rcent plan to stop offering remittance services 
altogether. 

Even when banks continue offering these services, they will restrict where transfers are sent 
due to the challenges of complying with the m^datoiy disclosures when the information is not 
readily obtainable. In other cases, banks are limiting transfers to well-known and established 
customers to control potential risks. Other banks are choosing to wait before making any decision 
to end the service or raise fees, but they anticipate that over the next few months compliance costs 
will force a decision either way. 

Similarly, banks who are exempt from the rule because they are under the threshold of 100 
remittance transfers a year expect to either raise fees or discontinue the service if they surpass the 
threshold in the future. In fact, 50 percent of these banks indicated that they would raise fees if they 
exceed the threshold with a further 8 percent planning on discontinuing the service altogether if they 
become subject to the rule. This ends up hurting customers who have relied on the bank to make 
these important payments. 


TaX'favored Credit Unions and the Farm Credit System GSE are Hurting 
Community>based Lenders 

Not only do banks today face incredible pressure from new regulations placed on them, but 
they must also compete with a number of tax-favored entities such as credit unions and the Farm 
Credit System (FCS). This unlcvel playing field puts extreme pressure on small banks, contributing 
heavily to industry consolidation. 

Today, the public does not differentiate banks from credit unions; so why should the tax and 
regulatory oversight be different? Congress never intended credit unions to be merely tax-free 
banks. But that is what they have become while not paying a dime in federal income taxes. It is 
shocking how credit unions have leveraged their taxpayer subsidy to aggressively grow — becoming 
a $1 trillion industry. In fact, there are now 209 credit unions with more than $1 billion in assets— a 
significant increase from the 1 3 only twenty years ago. And as the credit union industry expands, it 
does so at the expense of all taxpayers. 

Extraordinary growth of the Farm Credit System — now a $247 billion behemoth — creates 
enormous and unfair competitive pressures on taxpaying banks serving rural communities. The FCS 
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posted $4.3 billion in profits in 2012 and paid only $222 million in takes for an effective tax rate of 
barely 5 percent. 

For both credit unions and the FCS, the evidence shows the tax-subsidy has largely been 
misdirected. Credit unions are using their tax exemption to subsidize wealthy individuals and 
commercial real estate developers instead of focusing on the financial needs of low- and moderate- 
income individuals — the very individuals Congress envisioned them serving. California-based 
Technology Credit Union ($1.8 billion in assets), for example, offers jumbo mortgage loans up to 
$8 million to their affluent members — all subsidized by taxpayers. 

Eighty-three percent of FCS loans went to large borrowers, not small farmer. Moreover, loans 
are often nun-agriculture related, such as the $725 million loan made by CoBank to Verizon to 
finance the purchase of a European cell phone company. Congress should have oversight hearings 
and ensure that the Farm Credit System pays its fair share of taxes, and restore its focus to serve 
small farmers and ranchers. 

Many credit unions today have determined to mirror everything a bank does and the National 
Credit Union Administration (NCUA) seems anxious to accommodate those desires rather than 
protecting the expansion of the credit union subsidy paid by taxpayers and ensuring it is 
appropriately directed. If credit unions want to act like banks, there should be a simple, fair and 
workable path to convert to a mutual bank charter — a process that NCUA has thwarted at every 
turn. The process must be straightforward and predictable, without NCUA’s patronizing 
proposition that credit union members do not understand their ownership rights and interests in a 
conversion — and if they did, would never vote for a conversion. This is NCUA protecting its turf 
and not protecting taxpayers. 

Rather than be a cheerleader for credit unions, NCUA should assure that underwriting 
standards match those required fay banking regulators and should disclose information about 
expenditures, such as executive compensation and charitable donations. Most tax-exempt 
organizations, including universities and hospitals, must disclose the compensation of senior 
officials to the Internal Revenue Service in the Form 990 — n form that has become an important 
tool for determining the transparency and accountability of tax-exempt organizations. By publicly 
disclosing this information, the Form 990 fosters good corporate governance as it attempts to ensure 
that the tax expenditure is being appropriately employed. 
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Federal credit unions should be required to file Form 990 information return or its equivalent 
just like state-chartered credit unions and most other tax-exempt institutions. These are actions 
that can and should be done by NCUA today. Expanding the public’s opportunities to review 
executive salaries would promote improved corporate governance and greater credit union 
accountability. It would inform Congress, taxpayers, and credit union members about whether this 
valuable tax subsidy is going towards the credit union mission or is subsidizing credit union 
management. 


Operation Choke Point Should Be Stopped 

Banks are in the business of providing financial services for law-abiding customers, and they 
share a common goal with law enforcement of maintaining the integrity of the payments system. 

Banks devote major personnel and technological resources every year to fight financial crime. 
These expenditures enable banks to meet the unfunded Congressional mandates of the Bank 
Secrecy Act and its related laws. Depository institutions filed close to one million suspicious 
activity reports in the past year alone, covering such subjects as mortgage fraud, identity theft, 
counterfeit debit and credit cards, and wire transfer fraud. These suspicious activity reports help 
federal and local law enforcement identify and develop cases to pursue in the fight against financial 
crime. 

Unfortunately, regulatory pile-on has converted the straightforward four pillar Bank Secrecy 
Act/Anti Money Laundering statutory mandate built around the policy that banks should identify 
customers, keep records and report suspicious activities into a compliance exercise with over 350 
pages of examination procedures, additional pages of regulatory guidance and expanding 
supervisory expectations that is turning the Bank Secrecy Act into the government directed bank 
surveillance Act. This regulatory drift has been further leveraged by the banking agencies to impose 
additional layers of regulatory and reputation risk on banks performing normal banking services on 
businesses of all types engaged in interstate commerce. 

For one, the FDIC expects our members to differentiate across the patchwork of legal 
requirements applied to the businesses they bank and to ensure that their customers and even their 
customers’ customers are operating in compliance with all applicable state and federal laws. The 
scope of customers the FDIC has classified as “high risk,” is extensive and impossible for banks to 
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keep tabs on. This is an impossible and statutorily unfounded standard, extending far beyond the 
fundamental framework and division of responsibility between banks and law enforcement to 
pursue a public/private partnership to protect die legitimacy of the payment system. 

On top of this regulatory groundwork, the Department of Justice has initiated Operation Choke 
Point that starts with the premise that businesses of any type cannot effectively operate without 
access to banking services. It then leverages that premise by pressuring banks to shut down 
accounts of merchants targeted by the Department of Justice without formal enforcement action or 
even charges having been brought against these merchants. There often is no court order or other 
appropriate legal enforcement proceeding that banks are being asked to implement. Rather the 
program targets the bank for facilitating a customer’s business conduct that the bank cannot 
demonstrate is operating in compliance with all applicable federal and state law-compounding the 
overreach initiated by the banking agencies. 

Taken together the banking agencies and the Department of Justice are ratcheting up regulatory 
and reputation risk to effectuate a choking off of services to businesses — including money service 
businesses and non-bank lenders — placing on banks the burden to differentiate between proper or 
improper conduct and based on those risk-based judgments to close accounts or face vicarious 
liability for the activity of its customers. 

Our members report that agency assertions of expansive regulatory requirements, examiner 
second-guessing of suspicious activity monitoring and law enforcement’s overbroad theories of 
legal liability for delivering basic banking services create increasing operating expense and 
compliance costs that deter banks from serving a range of businesses that are legally licensed but 
still have risky profiles. This regulatory environment undermines our industry’s efforts to support 
our community’s businesses and grow our national economy. 

Our concern with Operation Choke Point is not its goal of fighting financial fraud, but rather 
the policy premise upon which the initiative is based, the faulty legal foundation it asserts, and the 
manner in which it is applied. We strongly urge a rccalibration of the regulatory standards that 
vindicates the pro-partnership policies that lie at the core of bank BSA/AML responsibilities. We 
believe that we can combat financial fraud more effectively working together with our agencies and 
law enforcement than we can by making our industry surrogate targets for the real wrongdoers. 
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Conclusion 

Recent years have seen an unprecedented number of new rules piled onto the banking industry. 
Although they are all well-intentioned, each one of these prescriptive and complicated new rules 
carries unintended consequences. I'he cumulative effect of rule after rule after rule piled on to 
banks, and the regulatory risk that accompanies it, limits their ability to meet the needs of their 
customers. Every dollar put towards compliance— often for overlapping rules — is a dollar that 
cannot be lent. Ultimately, this restricts access to credit for communities across the country. This is 
the credit that consumers rely on to achieve their persona! goals and businesses rely on to expand 
and create jobs. Without access to credit there is no way the economy can get back up to speed and 
consistently create jobs and increase income for workers. We must take action to ensure that the 
unintended consequences of new regulations do not restrict credit access and hinder job growth. 


^1 American Bankers Association 
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Executive Summary 


America’s credit-based economy relies on the recovery of rightfully owed consumer debt Without the efforts of 
third-party debt collectors, companies can’t pay their bills and keep people employed; the price for goods and 
services increases; the availability of affordable credit decreases; and governments are forced to cut services 
and/or raise taxes to cover shortfalls. 

It is no secret that many consumers would rather not be told they owe money. The collection process, by its 
nature, often produces an emotionally charged r^jxxise when consumers are contacted about a debt. The 
work of America’s third-party debt collectors is not an ea^ job, nor is It perfect. 

Sensationalism by media, consumer groups and others appears to advocate that personal responsibility to pay 
a debt should be easily wiped away and giv^ the faulty impression that most consumers are being contacted 
by debt collectors. In fact, only about 10 percent of the adult population in America actually ever is contacted 
by a debt collector due to an unpaid debt. This leaves 90 percent of the adult population who pay their bills. 

More than 350,000 men and women employed by ACA International member companies take their important 
responsibility to balance consumer protection and the lawful recovery of rightfully owed consumer debt very 
seriously. As their trade association, we are committed to providing training, compliance and advocacy. 

Since the Consumer Financial Protection Bureau’s inception in 2010, ACA has sought a collaborative 
professional relationship. Our mission has been to help the CFPB understand the complexities of the debt 
collection marketplace and help our members understand the actions of their new regulator. We have regularly 
reached out to the CFPB and have appreciated the extent to which the CFPB staff members have been willing 
to work with us. It is our intent to continue this practice in the future. 

Despite the positive aspects of ACA's relationship with the CFPB, there are some areas for concern: 

• The CFPB’s approach seems to be overly burdensome. Through its use of Civil Investigative Demands (CID) 
and other enforcement tools, CFPB is undertaking overly broad investigations and data collection efforts 
that take significant time and resources of businesses. In doing so, the CFPB is expanding its 
organizational intelligence at the expense of the businesses it is charged with regulating. 

• The CFPB’s complaint process seems more intent on creating headlines than resolving policy issues. 
Analysis of the CFPB’s consumer complaint database for debt collection and related processes identifies 
systemic reliance by the CFPB on raw complaint data, uncolored by appropriate and significant context. 
The result is headlines, not balanced public policy actions that would be helpful to ACA members and 
consumers alike. 

• The CFPB’s approach to debt collection rulemaking seems overly broad and the agency seems to be 
circumventing important processes. Upcoming new rules for debt collection may create a “one-size fits air 
approach that ignores the uniqueness of the fragmented industry. It raises concern that unintended 
consequences and excessive compliance expenses will further drive companies out of business. Further, 
the CFPB seems to be exerting Its non-rulemaking authority in ways that create de facto rules - thereby 
forcing businesses to follow these rules while circumventing the spirit and intent of the defined rulemaking 
process. We implore the CFPB to be clear and direct in regard to its rulemaking to prevent unintended 
consequences that could not only negatively affect small businesses but also the nation’s economy for 
years to come. 

• The debt coiiection industry needs help from the CFPB to stem the tide of ^(ploitive FDCPA lawsuits. 

ACA International has repeatedly asked for the CFPB’s help with the challenges of frivolous Fair Debt 
Collection Practices Act (FDCPA) legal actions brought against debt collectors by the consumer bar. We’ve 
asked for maximum clarity to ensure industry members can comply and be provided with model language, 
disclosures and “safe harbors” to stop exploitation ty consumer attorneys. 

ACA international hopes to encourage the CFPB to better tailor its approach and more thoughtfully work with 
the industry to reform America’s consumer debt collecticwi system. Together, we believe we can achieve this 
goal and find the proper balance between all important consumer protections and the ability to recover 
rightfully owed consumer debts for the public and private sectors. 
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II. Collection Industry Background 


About the United States Consumer Debt Collecdon Indu^ 

Consumer debt collection is an essential finandal function that maintains America’s credit-based economy. 

Creditors that provide products, goods and service rely on the recovery of consumer debts to ensure their 
busine^ survival. These funds are used to pay employee salaries and benefits; are used for rent, operational 
expenses and supplies; ensures low cost credit remains available to consumers; and prevents price Increases 
for products, goods and services. 

In addition to the private sector, federal, state and local governments across the country rely on the recovery of 
debts owed by taxpayers including student loans, taxes, fees, court fines, and utility bills. When not recovered, 
these entitles rely on tax increases and cuts in services to cover budget shortfalls. 

Consumer debt collection is a complex and often misunderetood industry. There are three primary facets of 
consumer debt collection that are co-dependent in many respects, yet very different In others. However, from 
the perspective of consumers and policymakers they are often lumped together under the general umbrella of 
debt collection. 

• Rrst-F^rty / Creditor - Organizations in the private and public sectors that provide a product, good or 
service undertake efforts to collect consumer debts on their own behalf (e.g., retailers, 
telecommunications, credit card companies, banks, local retailers, hospitals and health care providers, 
utilities, cable companies). This collection activity is conducted by employees of the organization or their 
proxy. The activities of creditors undertaking first-party collections generally are not governed by the 
FDCPA. 

• Thlrd-Paiiy Collectors - Organizations that help with revenue cycle coordination, accounts receivables 
management, and the recovery of rightfully owed consumer debts for creditors in the private and public 
sectors. While ownership of the debt remains with the creditor, third-party collectors seek the repayment of 
the debt They typically work for an agreed upon commission based on what is recovered. When their work 
is done, the amount recovered Is returned to the creditor and the third party collector is entitled to a 
commission based upon actual recoveries. Third-party debt collectors are subject to the FDCPA and 
roughly 20 other federal statutes: CFPB, FCC and FTC provide federal regulatory oversight; state laws 
requiring licensure; state consumer protection statutes; state regulatory and enforcement oversight; and 
restrictions placed by their creditor clients to ensure compliance and maximum customer service. Based 
on SIC codes, there are approximately 4,000 third-party collection agencies in the U.S. 

• Debt Buyer - Organizations that purchase debts from creditors and seek to recover them, in this scenario, 
the debt buyer becomes the creditor as they now own the debt. Debt buyers may seek to contract with 
third-party debt collectors, much like an original creditor does, to initiate recovery efforts. Debt buyers may 
also choose other legal means to recover a rightfully owed debt, such as litigation. Like third-party debt 
collectors, debt buyers are subject to the federal FDCPA. According to the CFPB, there are approximately 
500 debt buying companies in the U.S. 

Economlo Impact of Third-Party Debt CotfectfonJn the Untied States 

The U.S. economy is built on the premise that those who provide credit, goods and services have the 
expectation of being repaid. Recovery of consumer debt by Iriird-party debt collectors on behalf of America’s 
public, private and non-profit sectors has significant effects on our nation's economic health. For instance, 
recovering consumer debts helps with the following: 

• Promotes organizational survival (e.g., pay bills, payroll, operational expenses, etc.) 

• Prevents layoffs 

• Keeps credit, goods and services available at an affordable price 

• Reduces the need for tax increases to cover government budget shortfalls 

Third-party debt collectors do more than just recover consumer debt. They are businesses that are engaged in 
their local communities as valued civic leaders, employers, volunteers, philanthropists and taxpayers. To 
measure the various impacts of third-party debt collection on the national and state economies, ACA 
international commissioned gioba! advisory firms PrIcewaterhouseCoopers and Ernst & Young to undertake 
this research from both a national and state specific perspective. 
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This research looked beyond the traditional data on debt recoveries to provide a snapshot of the other 
important benefits that third-party debt collectors provide the national, state and local economies: jobs and 
payroll provided: taxes paid; volunteer hours in local communities and philanthropy. 

Analysis is based on data provided by ACA International members and is aggregated to ensure confidentiality 
of participants. Additional information is available at www.acainternational.org/impact . 


Returning Assets | 

2010 

1 2007 

1 2005 

Gross amount recovered: 

$54.8 billion 

$51.9 billion 

$51.4 billion 

Collector commissions: 

$10.3 billion 

$11.5 billion 

$12.1 billion 

Net amount recovered: 

$44.6 billion 

$40.4 billion 

$39.3 billion 

Providing Jobs | 

2010 

! 2007 

j 2005 


Direct Jobs 


148,272 



Direct Payroll 


Indirect & Direct Jobs 


Indirect & Direct Payroll 


Paying Taxes 


State / local taxes paid 


Federal taxes paid 


Total State / local 


Total Federal tax Impact 


Giving Back 


Contributions to charity 


$5 billion 


302,000 


$10 billion 


$509 million 


$495 million 


$ 1 billion 


$970 million 


$85.2 million 


Employee volunteer hours 


652,000 


T he Collection Industry and Financial Literacy 

ACA International members support helping consumers and military service members better understand their 
rights if contacted by a debt collector. In 2009, www.askdoctordebt.org was created to provide valuable 
information. Since its launch, more than 200,000 consumers have visited www.askdoctordebt.org and ACA 
has answered more than 1,000 questions submitted by site visitors. 

Laws and ReHulaOons 

The activities associated with collecting consumer debt are among one of the most regulated in the U.S. Third- 
party debt collection agencies and debt buyers are subject to many rigorous federal, state and local laws and 
regulations governing their actions. In all, 88 percent of collection agencies have 49 employees or fewer while 
59 percent of collection agencies have nine or fewer employees. 

The patchwork and conflicting aspect of the many federal and state laws, regulations and regulators governing 
the collection of consumer debt creates inconsistency. It makes compliance difficult and consumers who 
receive conflicting and inconsistent information are often not having their expectations met. 

In all, there are many federal laws and regulations that impact third-party collection agencies. 

• Fair Debt Collection Practices Act of 1978 (FDCPA) 

The activities of third-party debt collectors are governed by the FDCPA. In addition, many states have 
adopted laws with requirements that go beyond the FDCPA. These laws have created a high degree of 
variability from state to state. Further, cities such as New York, Buffalo and Chicago have adopted local 
ordinances applicable to the activities of third-party debt collectors, with more likely to follow. 

• Fair Credit Reporting Act of 1970 (FCRA) 

Certain activities of third-party debt collectors are governed by the FCRA. It was passed by Congress to 
ensure accuracy and fairness in credit reporting. 
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• Telephone Consumer Prateotlon Act of 1991 CTCPA) 

The TCPA prohibits a debt collector from contacting a consumer on a mobile device through use of an 
automatic telephone dialing system without prior consent. While the intent of the TCPA was to prevent 
unwanted solicitations from telemarketers, it is applied in a manner that covers non-solicitation; 
informational calls that are normal business communications expected by consumers. Many businesses, 
including collection agencies, choose to use autodialing technology to efficiently and effectively reach 
consumers to communicate. Automatic dialing technologies help assure compliance by avoiding human 
errors in dialing and by systematically assuring that calls are placed to consumers with reasonable 
frequency, at convenient times of day, and help to limit the number of phone calls to a consumer in any 
given period of time. Unfortunately, plaintiff’s attorneys are exploiting unclear areas in this law to file 
individual and class-action lawsuits against businesses, including third-party collection agencies. This 
practice leaves it to courts to interpret the TCPA, potentially in conflicting ways, at great expense and with 
no benefit to consumers. 

In 1991, when the TCPA was passed, mobile phones were not widely used and expensive for consumers. 
As technology has evolved, mobile phones and other mobile communication devices are not only more 
affordable but they have all but replaced land lines as consumers' preferred means of communication. An 
increasing number of consumers live in homes that no longer have landline telephones at ail. preferring 
instead the convenience and mobility of a cellular phone (or similar). The TCPA has had the unintended 
consequence of not being technology neutral and is outdated, making it ripe for reform, 
o A call from a debt collector is not a solicitation; it is informational with a specific business purpose, 
o The definition of prior consent remains a widely debated topic with little clarity, 
o Automatic telephone dialing systems used by debt collectors do not call consumers at random. They 
only call telephone numbers of people with the purpose of recovering a rightfully owed debt, 
o It is permissible for a debt collector to manually call a consumer’s mobile device - they just cannot 
use today’s efficient automatic dialing technology to do so. 

• In addition to those above, other federal laws and regulations regulating third-party debt collectors include: 
o The Higher Education Act of 1971, Pub. L No. 89-329 

o The Electronic Fund Transfer Act, 12 U.S.C. §§ 222 et seq. 
o The Fair Credit Billing Act, 15 U.S.C. §§ 1666 et seq. 
o The Federal Bankruptcy Code, 11 U.S.C. §§ 101 et seq. 
o The Gramm-Leaoh-Bliley Act, 15 U.S.C. § 6801 et seq. 

o The Health Insurance Portability and Accountability Act, 42 U.S.C. § 1320d-2 et seq. 
o The Right to Financial Privacy Act, 12 U.S.C. §§ 3401 et seq. 
o Truth in Lending Act, 15 U.S.C. §§ 1601 et seq. 
o Regulation E, 12 C.F.R. § 205.1 et seq. 
o Regulation J, 12 C.F.R. § 210.1 et seq. 
o Regulation M, 12 C.F.R. §§ 213 et seq. 
o Regulation Z, 12 C.F.R. § 226 et seq. 

• There is significant oversight of third-party debt collectors at the federal, state and local levels: 

o Consumer Financial Protection (CFPB) - FDCPA plus unfair, deceptive and abusive acts or practices 
o Federal Trade Commission (FTC) - FDCPA 
o Federal Communications Commission (FCC) - TCPA 
o Congress 

o 50 state attorneys general, licensing bodies and financial departments 
o 50 state legislatures 
o U.S. judicial system 

o City councils, county boards of directors and local regulatory bodies 

Cffent Expectations are Often More ResMcthic than Laws 

In addition to federal, state and local laws and regulation. ACA members are also subject to contract 
requirements created by their clients that are increasingly stricter than federal or state law and regulation. 
These agreements, which vary greatly in detail, set forth standards for operations and conduct that collection 
agencies must follow. This may include the number of contacts per consumer, recording and monitoring of 
telephone calls, documentation requirements and parameters for settlement of accounts. 
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III. Impacts of the CFPB on Third-Party Debt Collection 


ACA has sought a mutually respectful and ccrflaborative relationship with the CFPB since the agency began 
operating in 2010. ACA efforts have included, but are not limited to, the following; 

• Educating CFPB leaders on the complexity of the debt collection industry. 

• Monitoring the CFPB’s actions and responding as appropriate on behalf of ACA members. 

• Inviting CFPB leaders to speak at our conferences and interact with industry members. 

• Participating in industry relevant hearings, work groups and panels. 

• Preparing ACA members for supervision, rulemaking, enforcement and complaint resolution. 

By its very nature, the creation of a robust and powerful regulator with the ability to promulgate rules is likely to 
have a significant impact on the business^ it o\^rse^. Third-party debt collection is no different Of primary 
concern is that the CFPB’s impact on those it regulates should not be so overly burdensome as to impede the 
ability of debt collectors to undertake the important Job of recovering rightfully owed consumer debt 

The CFPB began “officially” supervising the third-party debt collection industry in January 2013. ACA and its 
membeis outline the following perspective based on a wide array of experiences with the CFPB. 

Examinations and Inves^^tlons 

As the CFPB’s oveisrght of the third-party debt collection Industry increases, it has had an unintended 
consequence of imposing significant financial burden on companies. Nationally, 88 percent of collection 
agencies have 49 employees or fewer while 59 percent of collection agencies have nine or fewer employees. 
Many of these are multi-generational family businesses. 

Although it is clear that compliance is an Important priority, marehaling resources to respond to broad 
investigative demands, data collection, and reacting to meritless consumer complaints requires significant 
time and resources.^ 

ACA members have expressed concern over the broad nature of Civil Investigative Demands (CID). There is 
also concern that the CFPB may be using this investigative tool as a vehicle to inappropriately gather 
proprietary data about the marketplace that it wouldn’t otherwise be able to obtain. 

In undertaking these expansive and expensive activities, the CFPB seems to be using its leverage broadly to 
gain data and business intelligence while shifting the expenses on to the shoulders of companies that can ill 
afford the additional burden. In some instances, the cost of complying with a CID has topped $500,000 and 
threatens the livelihood of small to mid-sized business. These investigations have an undefined duration and 
have lasted in excess of two years in some cases, and there is a concerning lack of clarity by the CFPB during 
the process. A lack of transparency frustrates and confuses the companies that are subject to this Investigative 
technique. These companies are not given timely responses by the CFPB as to whether wrongdoing has 
actually occurred. Moreover, many of the staff used by the CFPB to conduct these explorations seems to not 
have had much, if any, practical experience with collection agency businesses. 

Many of the companies who are being burdened by the CFPB’s actions are placed at a competitive 
disadvantage because it forces companies to shift resources to fulfill the CFPB's requests instead of serving 
the needs of clients. Additionally, this scrutiny needlessly implies wrongdoing and scares away customers and 
potential customers. 

After considerable pressure, the CFPB has capitulated and taken the wise step of ending the 
counterproductive practice of bringing enforcement lawyers to supervisory examinations, which created an 
adversarial and intimidating climate during site visits, and inhibited open communication with the supervised 
company. A review by the CFPB Ombudsman also recommended areas for improvement in CFPB examinations 
by encouraging more transparency and better clarity around the examination lifecycle. 

ACA believes that CFPB would be well served to better understand the day-to-day operations of collection 
agencies to facilitate a more focused, less intrusive and less resource intensive approach to finding the 
information it needs. Communication between the CFPB and the businesses it is investigating or supervising 
needs improvement. 


1 See examples in Appendix A and B 
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Csnsmst Sm pi Bln ts 

ACA and its members take consumer complainte very seriously. Despite that ACA member agencies have 
created ethics and compliance contacts to addre^ consumer compiaints, consumers are being pushed to turn 
to the CFPB as the first point of contact for relief. While in fact only around 10 percent of adults have 
delinquent debts, an unparalleled level of emphasis is being placed on consumer complaints without 
adequately addressing the fact that approximately 90 percent of consumers pay their bills on time and do not 
receive contact from creditors or debt collectors. 

Unfortunately, consumer complaint data has become a tool that regulators exploit to generate media headlines 
rather than using consumer complaints as an oppcwtunity to identily and resolve underlying public policy 
concerns. Until July 2013, the FTC was primarily responsible for receiving consumer compiaints and reporting 
on the FDCPA to Congress. Consistently and to no avail, ACA ouUined its concerns about the FTC’s data and 
use of its findings to inaccurately paint the behavior of companies tasked with the collection of consumer 
debts with broad brush, including: 

• Complaints were never verified as valid nor were they investigated to determine if actual wrongdoing ever 
occurred. Further, the practice of including consumer inquiries as complaints in the published complaint 
data, even if they are not actual compiaints, seems to be a questionable practice aimed solely at 
increasing the overall total. 

• Data was not publicly a\railable without a Freedom of Information Act request, which can only occur after 
the FTC released Its findings to Congre^ and the media. This has always forced the collection industry to 
defend Itself from data it has not had a fair chance to examine In a timely manner. 

• Examinations of data received following FOIA requests, by ACA and other industry interests, identified 
troubling Inaccuracies and duplicate reporting. In many cases, consumer inquiries were wrongly 
categorized as complaints. 

• Consumers filing complaints with the FTC were added to a tally without an effort to connect them to the 
collection agency to resolve their issue. 

In July, 2013, the CFPB took over responsibility for consumer complaints regarding third-party debt collection. 
The process implemented by the CFPB is consistent with ACA’s position that communication is the cornerstone 
for effectively helping consumers resolve their issues. When given the opportunity, third-party debt collectors 
have shown great propensity for helping consumers find solutions. According to the Better Business Bureau, in 
2012, collection agencies resolved 86 percent of the consumer complaints received compared to the national 
average of 77 percent for all other industries combined. 

According to our analysis^ of the CFPB's Annual Report to Congress on consumer complaint regarding debt 
collection, it is sensational but short on substance. The findings are presented in a way that generates media 
headlines and inflames public sensitivities but completely ignores important data such as the number of 
complaints that are truly inquiries; many compiaints are based upon a misunderstanding of the debt collection 
process; and those complaints that are resolved to consumers’ satisfaction. Further, the CFPB’s report does 
not seem to set the groundwork for meaningful discussion toward identilying or resolving the glaring public 
policy challenges that our industry has repeatedly brought to their attention. 

While the CFPB’s report is based on data that is not publicly available, ACA’s analysis of the publicly available 
data Identifies the following: 

• The CFPB’s definition of a complaint is subjective and broad.^ While a consumer may not like something 
(such as being contacted about a debt or receMng multiple calls) it does not mean that the collector 
actually did anything wrong. Neither the CFPB nor the RC investigates these complaints as to whether a 
complaint actually violates the law. Painting the collection of consumer debts with a broad brush and then 
inferring that this is a result of bad behavior paints an inaccurate picture of an extremely necessary, yet 
sometimes uncomfortable, activity. ACA advocates that the CFPB adopt a more meaningful definition of 
what constitutes a complaint that is limited to consumer allegations of wrongful conduct and does not 
include the amorphous concept of general consumer dissatisfaction outside of wrongful conduct. 

• Some factors that contribute to consumers being contacted about a debt they may not owe are the mobile 
nature of society and the unwillingness of most consumers to communicate with creditors or debt 


2 See ACA’s analysis of CFPB complaints in Appendix C of this document. 

3 See complaint examples from ACA members in Appendix D of this document 
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collectors. Further, federal law prohibits disclosure of specific information about a debt until a consumer's 
identity has been verified. Hearing from a collection agency that they don’t know and never had interaction 
with can often be confusing. 

• A closer look at concerns over the frequency of debt collection calls omits discussion of a very significant 
"catch-22," which is a significant underlying factor prompting debt collectors to call more often instead of 
leaving voice mail messages. Under the FDCPA a debt collector can not divulge the existence of a 
consumer debt a third-party. There is currently no safe harbor language for leaving a voice mail that 
assures a debt collector can comply with the FDCPA. ACA is calling on the CFPB for the creation of safe 
harbor language to allow collectors to leave voice mail messages that comply with FDCPA. 

• The limited amount of information provided about consumers to debt collectors in the CFPB complaint 
process makes accurate identification and a timely response difficult. 

• Consumers often are unclear about what activities or policies that specifically relates to creditors, credit 
reporting agencies, and activities undertaken by debt collectors. 

• The CFPB and FTC have left out of their reports two very important facts: 1) When looking closely at the 
complaint data it is clear that the majority of complaints are attributed to a small number of collection 
agencies that, not surprisingly, make the vast majority of consumer contacts (most collection agencies only 
have a small number of complaints); and 2) Debt collector contacts are a driving force for complaints. 
Each year, debt collectors make more than 1 billion contacts to consumers and, when compared against 
the complaint statistics (to which we believe are inflated), the number of complaints equals less than one 
percent of the number of contacts. 

Further, the CFPB failed to mention that 96 percent of complaints are responded to in a timely manner and 94 

percent of complaints were "closed" in some manner. 

ACA has recommended the following changes to the CFPB regarding complaints: 

• Clearly identiiy first-party collections from third-party collections to ensure accuracy in complaint reporting 
and avoid the potential for double counting. 

• Maintain context by resisting the temptation to use a broad-brush to paint debt oolleotors negatively or 
make assumptions about the behavior of an entire industry solely on top line complaint volume data. 

• Provide more consumer detail to debt collectors who are the subject of a complaint to increase the 
likelihood of more easily identifying the information needed to resolve the consumer’s complaint. 

• Adopt definition of a complaint that is limited to consumer allegations of wrongful conduct and does not 
include the amorphous concept of general consumer dissatisfaction outside of wrongful conduct. 

• Offer more meaningful content to consumers to help them understand the credit extension, credit 
reporting and debt collection activities to set expectations in a useful and unbiased manner. 

• Change the letter templates it created for consumers to use when working with debt coitectors to ensure 
consumers understand their rights under current law. At least one of these letters gives consumers 
inaccurate information, which leads to additional complaints against debt collectors. 


The CFPB has created a Larger Market Participant rule related to debt collections in order to identify the scope 
of businesses that would be automatically subject to the CFPB’s supervisory authority (although the CFPB has 
indicated that its broad authority allows it to examine all participants). 

Additionally, the CFPB issued an Advanced Notice of Proposed Rulemaking (ANPR) to signal its intent to create 
new rules targeting debt collection. The ANPR featured 162 multiple part questions that were wide-ranging In 
scope. Based on thoughtful comments and data received from its diverse membership, in addition to 
answering the questions posed in the ANPR, ACA’s submission centered around four important priorities: 

• The CFPB should recognize that the debt collection market is extremely varied in the types of debt being 
collected and the nature and size of the nation’s debt collectors encompasses a broad scope. 

• The CFPB should appropriately tailor requirements to the specific circumstances for which any perceived 
problem exists when imposing additional regulatory requirements on industry participants. 

• The CFPB should address outdated, unnecessary or unduly burdensome requirements under the FDCPA. 
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• The CFPB should strive for maximum clarity in any forthcoming regulations to ensure the regulatory 
compliance obligations of industry participants are certain, and to develop model language, disclosures, 
forms and examples of compliant behavior, whenever practicable, in order to create appropriate "safe 
harbors” from regulatory enforcement and private civil litigation that seeks to exploit legal and regulatory 
uncertainty to the detriment of debt collectors. 

While the fact that rulemaking by itself is not a surprise, if the CFPB doesn’t appropriately recognize that a one- 
size-fits-ail approach is not viable, the impact will be die following: 

• The uniqueness of the complex debt collection market will not have been considered and, therefore, will 
create unintended consequences that could have been avoided with a more thoughtful approach. The 
residual impact will take significant time and resources to fix. An approach more tailored to the industry 
seems to be a more responsible approach. 

• Excessive costs^ to comply with the new rules will force many small companies out of business, which 
comprise the vast majority of the third-party debt collection industry. 

• Uncertainty over what the rule will ultimately include has slowed the growth of an industry that the Bureau 
of Labor Statistics has forecasted will grow in the future. 

Moreover, the CFPB seems content to leverage enforcement actions (and resulting consent decrees), bulletins, 
speeches and press releases to create de fecto rules that force third-party collectors to follow these policy 
positions. In doing so, the CFPB is circumventing the spirit and intent of the defined rulemaking process, by 
exerting its authority in this manner. 

ACA has asked the CFPB in its rulemaking to address outdated, unnecessary or unduly burdensome legal 
requirements in the FDCPA, which would modernize the collection of consumer debt. 


In discussions and comments filed with the CFPB, ACA International has reiterated the challenges associated 
with the huge spike in legal actions generated by the consumer ‘s against law abiding debt collectors over 
frivolous FDCPA, FCRA, and TCPA actions. 

The FDCPA is directly under the purview of the CFPB and ACA has sought its assistance in providing clarity that 
brings relief to this exploitation. According to data from a data aggregator, WebRecon, in 2007, there were 
4,329 FDCPA lawsuits filed against third-party debt collection firms. In 2011, this number topped 12,000 and 
in 2013 totaled 10,320. As of February 2014, nearly 1,500 FDCPA lawsuits had already been filed by 
consumer attorneys. 

In particular, under the FDCPA, a debt collector cannot divulge the existence of a debt to any third party. There 
is currently no safe harbor language for leaving a voice mail that assures a debt collector can comply with the 
FDCPA. The result of this very significant ‘‘catch-22,” is that an increasing number of debt collectors choose to 
call more frequently in hope of reaching a consumer instead of leaving voice mail messages that can result In 
a lawsuit asserting third party disclosure. 

ACA has asked the CFPB to do two important things: 

1. Provide safe harbor language to allow debt collectors to leave voice mail messages that comply with 
FDCPA. We believe this will help facilitate timelier, more meaningful communications between 
consumers and debt collectors while reducing call frequency. 

2. In its forthcoming rules, provide maximum clarity to ensure industry members can comply and be 
provided with model language, disclosures and “safe harbors” to minimize exploitation through private 
civil action by consumer attorneys. 

It is important to note that while the consumer’s bar has positioned its efforts as helping consumers, the reality 
is that no consumers profit and no improvement occurs in the consumer’s experience with debt collection. In 
strict liability statutes, such as FDCPA, lawyers are using the statutory damages and the attorney’s fees 
provision to enrich themselves instead of providing real monetary relief to consumers. This is exacerbated by 
the continued use of strong arm tactics to coerce settlement agreements. As previously cited, ACA members 
are primarily smalt businesses and the cost of defending themselves from legal action adds a significant 
financial burden that threatens their livelihood. 


■* See examples in Appendix A and B 
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Conclusion 


The intent of ACA International’s testimony is to share member experiences with the House Financial Services 
Committee as requested. We have appreciated the many positive aspects of our relationship with the CFPB 
and plan to continue on this path in the future. 

However, ACA members have provided significant feedback on their experiences with the CFPB and the 
challenges it is creating for their businesses. An industry comprised primarily of small to mid-sized businesses, 
ACA members are profoundly impacted by public poiides at federal, state and local levels. We are concerned 
about their continued survival. 

While we firmly believe in the importance of protecting consumer rights, there is an essential need to provide 
balance in allowing these debts to be recovered. Plain and simple, as the backbone of America’s credit based 
economy, the private and public sectors rely on the efforts of the third-party debt collection industry. 

ACA International members, as consumers themselves, follow ethical and lawful collection practices, and 
believe in the personal responsibility of consumers to pay rightfully owed debts. The notion of consumer 
indebtedness isn’t new. Since the 1980s, the use of consumer credit rose steadily reaching its peak in 2008, 
when the nation’s economy entered into the biggest economic downturn since the Great Depression. When the 
use of credit has increased, there is a corresponding increase in the level of default and delinquency. 

More than 350,000 men and women go to work each day in the debt collection industry. They are skilled 
professionals with an important job to responsibly, respectfully and lawfully communicate with American 
consumers to resolve outstanding accounts. It is a difficult and demanding profession. But, it is absolutely 
essential if private and public sector organizations want to stay In business and consumers want affordable 
products, goods and services. 

ACA International hopes to encourage the CFPB to step back to better tailor its approach and more thoughtfully 
work with the industry to reform America’s consumer debt collection system. Together, we believe we can 
achieve this goal and find the proper balance between all important consumer protections and the ability to 
recover rightfully owed consumer debts for the public and private sectors. 
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February 13, 2014 

The Honorable Jeb Hensarling 
United States House of Representatives 
Chair, Financial Services Committee 
2129 Rayburn HOB 
Washington, DC 20515 

Dear Chairman Hensarling and members of the House Financial Services Committee: 

As a small business owner under the direct purview of the Consumer Financial Protection Bureau, thank you 
for the opportunity to briefly share my perspective with the House Financial Services Committee on how our 
business will be impacted by its new regulator. 

Credit Clearing House of America (CCHA) is a family-owned company that employs 29 people in Louisville, KY. 
Our focus is the respectful, responsible and lawful recovery of consumer debt on behalf of creditor clients. We 
are under the CFPB's regulatory umbrella as a non-bank financial services company. 

My concerns revolve around small collection agencies and their creditor clients. According to data from ACA 
International ( www.acainternational.org/impact l. 88% of collection agencies employ 49 or fewer employees 
and 59% employ nine or fewer employees. We work on behalf of large, medium and small creditor clients, 
ranging from Fortune 500s to Main Street businesses, which rely on our efforts to recover consumer debt that 
they are rightfully owed. The future of our credit based economy and the ability of our clients to survive is of 
paramount importance to the national, state and local economies. 

In reviewing its recent Advanced Notice of Proposed Rulemaking for debt collection, the CFPB seems to be 
seeking sweeping changes without regard to business size or other defining nuances. I have significant 
concerns about the onerous nature of one-size-fits-all rules that are likely to be proposed by the CFPB and 
whether my small business can survive in the long-term. While large to mid-size agencies may be able to more 
easily adapt to the CFPB's new rules, smaller businesses like mine may unfortunately be "too small to 
succeed” due to excessive operational burdens and costs associated with compliance. 

As the son of a bill collector, I literally grew up in the credit and collection industry and have over the years 
been fortunate enough to meet four generations of people who run or manage collection agencies throughout 
the country. Our company has had a Better Business Bureau rating of A+ for as long as I can remember. The 
people I know in the industry also have the utmost respect for treating people fairly. I am not sure what 
problem the CFPB is trying to solve for our industry by pursuing more regulations. 

Small collection agencies and many of the creditors we work for have limited staff, revenues, technology and 
resources. Many of these small or micro-businesses operate on a shoestring budget. From our perspective, the 
ability to be nimble and less expensive than larger businesses is an important competitive advantage. 
Conversely, overly burdensome and expensive regulations will force us as well as many of our small creditor 
clients to divert precious resources that will hinder our ability to compete. 

Based on my personal experience growing up in our family owned business which was founded by my father 62 
years ago and now as our small businesses owner and the feedback I've received from our smaller members in 
my role on the ACA International Board of Directors, a broad-brush approach doesn't work. I fear for the future 
of our company and our two sons who have graduated from college and returned to work at the small company 
their grandfather started in 1951. If our company is too small to comply with these new regulations and the 
companies we work for are too small too, where does that leave all of our employees? We fear it will result in 
many collection agencies and creditor clients becoming casualties of these rules and likely forced out of 
business. That's bad for America, bad for our states and bad for local communities. 

Thank you for taking time to consider my concerns. 

Sincerely, 

Mike 

Michael T. Gardner, Sr. 

President 

Credit Clearing House of America, Inc. 

305 W. Market Street 
Louisville, KY 40202 
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The following documentation was provided to ACA by a Large Market Participant collection agency member. 

This information highlights the recurring increased costs to this agency’s operations based on the CFPB's 
regulatory oversight since 2012. This ACA member employs 450-500 men and women in multiple locations 
across the country. Their clients are in the credit card/bank card, auto loan, student loan, utility and telecom 
industries. 

While some of these increased costs are driven direclJy by CFPB oversight of collection agencies, much of the 
costs are attributed to requirements from their bank clients based on CFPB directives. 

Much of these costs are associated with recreating and duplicating process to supply redundant information 
back to clients. While the business stored this data itself, clients are now requesting to store the same 
information in the event it is requested by the CFPB. It has creat^J significant expense for this business 
including prompting the hiring of additional staff to manage these processes. 


Activity 


Revenue Loss 

• Lower liquidation 

• Interest reversal on charged off debt 

• Loss of free market; is^ers unable to switch providers 

increased L^gal Revtew 

• Legal cost increase in review of all transactions 

• Insurance increase 

Technology Investment Increase 

• Programming to accommodate constantly changing regulation 

• Call analytics 

• Data storage increase 


Annual Cost Details 


$2,000,000 Revenue loss due to providing new disclosures 
$3,000,000 Revenue loss on client interest rates 
$3,000,000 


$213,812 

$126,418 


$300,000 

$375,000 Require disclosures 

$269,875 Saving call recordings 
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I. Executive Summary 

Introduction 

ACA International's Research Department created the following analysis of the Consumer Financial 
Protection Bureau's (CFPB) complaint database for debt collection. We undertook this study to gain 
insight into consumer complaint issues and, in particular, to learn more about the information and to 
use it for the collection of debts. Our goals wWi this analysis are to improve communication between 
debt collectors and customers, and to mitigate the number of complaints made by customers. 

This report is based on a sample of 14,328 complaints received by the CFPB between July 2013 and 
February 2014. In addition, this report uses data from the Quarterly Report on Household Debt and 
Credit from the Federal Reserve Bank of New Yorit to show the average balance of accounts in third- 
party debt coliections (Q1 2003-Q4 2013). 

Since the 1980s, the use of consumer credit rose steadily reaching its peak in 2008, when the 
United States economy entered into the biggest economic downturn since the Great Depression. 
Consumer spending habits created massive growth in the level of delinquent/defaulted debts owed 
to businesses and government. This includes both discretionary and non-discretionary spending. 

America’s credit-based economy relies on the recovery of rl^tfully owed consumer debt. As the 
nation’s economy faltered, it triggered wide-spread efforts public and private sector creditors, 
third party debt collectors working on behalf of creditor clients, and companies that have purchased 
written-off consumer debts to seek to recoup what was possible. Without these efforts, companies 
can’t pay their bills and keep people employed; the price for goods and services increases; the 
availability of affordable credit decreases; and governments are forced to cut services and/or raise 
taxes to cover shortfalls. 

A heavier reliance on credit coupled with economic turmoil has resulted in more than one billion 
consumer contacts per year. Conversely, complaints by consumers contacted about a delinquent or 
defaulted debt also increased. Consumers don’t want to be told they owe money and it often 
produces an emotionally charged response when contacted. 

ACA International members take complaints against debt collectors very seriously and have pledged 
to work with key stakeholders including the CFPB, Federal Trade Commission (FTC), Better Business 
Bureau, state lawmakers, state regulators and state attorneys general to best balance consumer 
protections and the ability to recovery a rightfully owed debt. 

Key Findings 

The CFPB makes publicly available data that includes company name, consumer ZIP code, product, 
sub-product, issue, complaint submission date, and response timeliness. Comparison of key 
findings from ACA's previous report on CFPB complaints in November 2013 finds little to no changes 
among general trends in February 2014. 

In addition. ACA supplemented analysis of the CFPB’s data with the Quarterly Report on Household 
Debt and Credit of the Federal Reserve Bank of New 'fork to provide a snapshot of the average 
balance of accounts in third-party debt collection: 

• The average balance of accounts in third-party debt collection increased from $1,458 in the third 
quarter of 2013 to $1,520 in the fourth quarter of 2013, representing a 4.29% increase. 

• The highest number of identifiable complainte was for credit card and medical debts. However, 
taking into account the category “others” and “not specified” together, 50.41% of the complaints 
were not associated with a particular debt collection product. 
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• The most reported consumer concern was being contacted about “a debt they did not believe 
they owed." In second place was “communication tactics" followed by "disclosure verification of 
a debt.” However, there is no subsequent follow-up on whether these consumer concerns were 
resolved after communications with creditors or debt collectors. Further, a closer look at the 
“communications tactics” sub-section Identifies ttie most frequent concern was the frequency of 
calls. It should be noted that a “catch-22" under the Fair Debt Collections Practices Act (FDCPA) 
is prompting an increasing number of debt collectors to not leave voicemail and instead make 
more calls to consumers in the hope of reaching a live person. 

• Almost all the complaints received by the CFPB were responded to in a timely fashion. Based on 
the data, 96% of the complaints were responded to with a timely response. 

• Of the 14,328 complaints analyzed, 94% were “closed.” “closed with non-monetary relief" or 
“closed with explanation.” 

Concerns with CFPB’s Complaint Datebase 

• There is a lack of clarity in the data as to whether complaints are against first-party creditors, 
payday lenders, third-party debt collection companies or others. Aggregating these creates 
uncertainty about complaints possibly reported more than once, painting an inaccurate portrait 
of third-party debt collectors. 

• The limited amount of Information provided about consumers to debt collectors in the CFPB 
complaint process makes accurate identification and timely response difficult. 

• The CFPB's description of a complaint, coupled with the fact that it does not investigate whether 
any real wrongdoing has occurred or whether it is an inquiry/request for additional information, 
enables the data to create an inaccurate perception of the extent of wrongful conduct, 

• Due to the 60-day lag time from company response to consumer dispute of the company 
response, coupled with a lack of completeness in the database, an accurate assessment on the 
number of disputes cannot be made at this time. 

Recommendat ions to t he CFPB and Others Regarding Complaints 

• Clearly identify first-party collections from third-party collections to ensure accuracy in complaint 
reporting and avoid the potential for double counting. 

• Maintain context by resisting the temptation to use a broad-brush to paint debt collectors 
negatively or make assumptions about the behavior of an entire industry solely on top line 
volume data. 

• Provide more consumer detail to debt collectors who are the subject of a complaint to increase 
the likelihood of more easily Identifying the information needed to resolve the consumer’s 
complaint. 

• Adopt definition of a complaint that is limited to consumer allegations of wrongful conduct and 
does not include the amorphous concept of general consumer dissatisfaction outside of wrongful 
conduct. 
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ii. Overview 


In 2010, the U.S. Congress passed the Dodd-Frank Act that created 
responsibilities, the CFPB supervises the dilrd-party debt collection 
database of complainte against debt collectors. 


the CFPB. Among its many 
industry and maintains a 


in July 2013, the CFPB officially began accepting consumer complaints pertaining to debt collection 
whereby consumers may register a complaint and have it reviewed/resolved through 
communications with a debt collector. 


ACA International’s Research Department has analyzed a total of 14,328 debt collection complaints 
released by the CFPB. dating from July 2013 to February 2014. Comparison of key findings from 
ACA's previous report on CFPB complaints In November 2013 finds little to no changes in February 
2014. The purpose of this analysis is to better understand the data beyond simply reviewing the total 
number of complaints. 


ACA Members and Complaints 

Third-party consumer debt collectors make approximately one billion contacts to consumers per year. 
ACA members are aware of consumer complaints and want to work seriously with the consumers to 
resolve their concerns. ACA’s Code of Ethics requires each ACA member company to identify a 
specific contact designated to work with consumers to address complaints against a third-party debt 
collector. ACA is committed to helping members better understand and comply with federal, state 
and local laws governing the collection of consumer debt Moreover, we provide exceptional training 
to help membere prevent complaints from occurring and to meaningfully resolve them if they do. 

ACA members realize that consumers most often prefer to share complaints with intermediaries 
such as the CFPB. However, we welcome the opportunity to work directly with consumers to resolve 
complaints. Communication is the cornerstone for effective consumer debt collection and. when 
given the opportunity, ACA members continue to show they can be successful in appropriately 
resolving consumer complaints. According to the Better Business Bureau, in 2012, collection 
agencies resolved 86% of the consumer complaints received compared to the national average of 
77% for all other industries combined. 


ACA and the CFPB 

ACA has sought a mutually respectful and collaborative relationship with the CFPB. ACA efforts have 
included, but are not limited to, the following: 

• Educating CFPB leaders on the complexity of the debt collection industry. 

• Monitoring the CFPB’s actions and responding as appropriate on behalf of ACA members. 

• Inviting CFPB leaders to speak at our conferences and interact with industry members. 

• Participating in industry relevant hearings, work groups and panels. 

• Preparing ACA Members for supervision, rulemaking, enforcement and complaint resolution. 
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The Recovery of Consumer Debt is Vital to Federal. State and Local Economifs 
America's credit-based economy relies on the recovery of rightfully owed consumer debt. As the 
nation’s economy faltered, it triggered widespread efforts by public and private sector creditors, 
third-party debt collectors working on behalf of creditor clients, and companies that have purchased 
written-off consumer debts to seek to recoup what was possible. Without these efforts, companies 
can’t pay their bills and keep people employed; the price for goods and services increases; the 
availability of affordable credit decrea^; and governmente are forced to cut services and/or raise 
taxes to cover shortfalls. 

ACA regularly conducts research to assess the actual impact third-party debt collection has on the 
national and state economies. Our most re<»nt data, conducted by Ernst & Young in 2011, can be 
found at www.acainternational.org/imDact 


lii. Data Analysis 

This section provides an analysis of the data gleaned from the 14,328 consumer complaints 
pertaining to debt collection that have been submitted to the CFPB between July 2013 and February 
2014. Additionally, we have used the available data from the Quarterly Report on Household Debt 
and Credit provided by the Federal Reserve Bank of New York. 

Proportion of Consumers with Collection and Average Collection Amount per Person 
The graph below shows the proportion of consumers with collection at a national level between 2003 
and 2013, represented in the blue line and read from the left axis. The purple line is read from the 
right axis and represents the Average Collection Amount per Person. 

The proportion of consumers in collection has increased over the past 10 years, remaining at a 
relatively constant rate of 14% over the past four years. The average collection amount per person 
increased 4.29% from $ 1,458 in the third quarter of 2013 to $ 1,520 in the fourth quarter of 2013. 



$1,600 

$1,500 

$1,400 

$1,300 

$1,200 

$1,100 

$1,000 

$900 

$800 


Proportion of Consumers with Collection {left axis) 
Average Collection Amount per Personfright axis) 


Data Source: Federa! Reserve Bank New Yorit 




©2014ACA international. AH Rights Reserved. 



170 


Amount of Consumer Complaints Received by Month 

Based on the data below, consumer complaints per month are trending upward. The increase from 
September 2013 of 2,010 complaints to December 2013 of 2,415 complaints represents an 
increase of 20.15%. The number of complaints in January 2014 did increase to 2,886. Data for 
February only reflects complaints through 17 days of the month. 
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Number of Complaints by Sub-Products 

Taking a closer look at the sub-products, the highest number of identifiable complaints was for credit 
cards with 3,313, followed by medical products with 1,381 complaints. A total of 4,191 complaints 
were not directly associated with a certain debt collection product (e.g., phone, health club, etc.) and 
3,032 complaints were not specified. 



Percentage of Complaints Coming from Third-Party and Creditors 

ACA reviewed the list of companies and was able to identify the number of companies that were not 
third party-debt collectors, including a number of financial institutions and banks. Of the total of 
14,328 complaints, approximately 2,822 or 20% were made against companies conducting first- 
party collections {credit card companies, pay day lenders, or other direct creditors). 
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Number of Complaints by Key issues 

A total of 5,764 complaints pertained to “a debt the consumers believe they did not owe." 
"Communications tactics" followed at 2,911. Tlie third most reported complaint is “disclosure 
verifications" of a debt totaling 2,497. However, there is no foHow-up data on how many of these 
complaints were eventually proven to be accurate by the debt collectors in question. 

7000 


6000 i 



Breakdown of issues by Sub-Group 

Analysis of the key sub-groups provides a deeper look at complaints. 
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Allocation of issues by Sub-Group 

The graph below shows the allocation of issues by sub-group, demonstrating the percentage of each 
sub-group to its main issue. It is interesting to observe that 47% of the complaints belonging to 
medical issues are related to debts ttiat consumers believe they do not owe. In the same way, 
medical debt has a relatively high rate of complaints related to "disclosure/verification of debt." 
Student loans have one of the highest rates of complaints related to “communications tactics” and 
“false statement or representation.” 
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Complaints Received in a Timely Fashion 

The vast majority of the complaints were responded to in a timely manner, 96% respond on time, 
whereas 4% did not respond on time. This shows the commitment of the debt collection industry to 
comply with the CFPB’s established timeline for responding to complaints. 
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Outcome of the Progress Status of Companies Complaints 

In all, 93.71% of complaints were “dosed,” “closed with non-monetary relief “or “closed with 
explanation.” Of the 14,328 complaints, 10,209 (71%) were closed with an explanation. A total of 
2,693 complaints were registered as "closed with non-monetary relief.” A total of 349 complaints 
were listed as “closed with monetary relief." 
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Complaints by Submitted Channel 

It is essential to find out through which channels the consumer complaints were made. Without any 
doubt the CFPB website, with 10,439 complaints received, represents the most popular submission 
method by a significant margin. E-mail represents the platform of lowest submission with 3 
complaints. 
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Number of Complaints bv State in Comparison to the Total Debt Collected in 2010 

Column two shows the number of complaints for each state. Column three shows the percentage of 
complaints each state represents to the total number of complaints received by the CFPB. Column 
four shows the amount of total debt collected in 2010, followed in column five by percentage of the 
total amount of debt collected. Column six shows the difference between the percentage of 
complaints and the percentage of debt collected in 2010. 


State 

Complaints 

% of Com plamts 

Total Debt CoHected 2010 

(in millionl’ 

%Debt 

Collected 2010> 

Difference 


160 

1.1% 

753.8 

1.4% 

-0.2% 


24 

0.2% 

74.2 

0,1% 

0.0% 


92 

0.7% 

2274.2 

4.1% 

-3.5% 


337 

2-4% 

435.4 

0.8% 

1.6% 


1910 

13.6% 

4400.6 

8.0% 

5.6% 


242 

1.7% 

1160.4 

2.1% 

-0.4% 


111 

0.8% 

258.3 

0.5% 

0.3% 


59 

0.4% 

387.7 

0.7% 

-0.3% 

|9| 

88 

0.6% 

1.6 

0.0% 

0.6% 


1223 

8.8% 

2836.3 

5.2% 

3.6% 


580 

4.1% 

2277.8 

4.2% 

0.0% 

fjra 

43 

0.3% 

36-2 

0.1% 

0.3% 

nH 

62 

0.4% 

128.7 

0.2% 

0.2% 


425 

3.0% 

2658.4 

4.8% 

-1.8% 


204 

1.5% 

787.5 

1.4% 

0,0% 


68 

0.5% 

491.7 

0,9% 

-0.4% 


104 

0.7% 

748.9 

1.4% 

-0.6% 


148 

1.1% 

668.9 

1.2% 

-0.2% 


178 

1.3% 

641.9 

1.2% 

0.1% 


31 

0.2% 

93.2 

0,2% 

0.1% 


360 

2.6% 

711.9 

1.3% 

1,3% 


223 

1.6% 

1324,8 

2,4% 

-0,8% 

QB 

364 

2.6% 

736-4 

1.3% 

1.3% 

2|]» 

140 

1.0% 

1833.8 

3.3% 

-2.3% 


71 

0.5% 

289.1 

0.5% 

0.0% 


231 

1.6% 

1300.9 

2.4% 

■0.7% 


33 

0.3% 

209.5 

0,4% 

-0.1% 

2H 

37 

0.3% 

447.3 

0.8% 

-0.6% 


181 

1.3% 

643.3 

1,2% 

0,1% 


40 

0.3% 

402.1 

0,7% 

-0,4% 

|np 

435 

3.5% 

1219.9 

2,2% 

1,3% 


87 

0.6% 

65.6 

0,1% 

0.5% 

!«| 

952 

6.8% 

5310,4 

9,7% 

-2.9% 


311 

2.2% 

80S.6 

1,S% 

0.7% 


13 

0.1% 

106.6 

0,2% 

■0,1% 


478 

3.4% 

2S97.9 

4,7% 

•1,3% 

iJB 

141 

1.0% 

777.8 

1,4% 

-0,4% 


187 

1.3% 

486.3 

0,9% 

0.4% 

PH 

623 

3,7% 

2407,8 

4.4% 

-0,7% 

MH 

50 

0,4% 

27.4 

0,0% 

0,3% 

19 

238 

1.7% 

597.3 

1,1% 

0.6% 

^H 

26 

0.2% 

205.5 

0.4% 

-0.2% 

99 

245 

1.7% 

1399.9 

3.6% 

-1.9% 

^H 

1349 

9.6% 

5329.2 

9.7% 

-0.1% 

RH 

105 

0-7% 

381.1 

0.7% 

0.1% 

||B 

11 

ai% 

28 

0.1% 

0.0% 

99 

471 

3.4% 

1057.4 

1.9% 

1.4% 


310 

2.2% 

1311.3 

24% 

-0.2% 

QS 

39 

0.3% 

355.4 

0.6% 

-0-4% 

PH 

176 

1.3% 

647.1 

1,2% 

0,1% 


27 

62% 

146,5 

0.3% 

-0.1% 
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Top 50 Companies Receiving Compteints 

According to the data, the top 50 companies by complaint volume, as identified by the CFPB, totai 
7,900 complaints. Of the top 50, a total of 37 companies are identified as third-party collectors 
(5,645). Thirteen companies (totaling 2,255 complaints) are considered something other than a 
traditional debt collector (e.g., credit card, student loan services, creditors and pay day lenders). 

Their inclusion creates confusion in comparing third-party debt collectors, who are subject to the 
FDCPA and a myriad of state laws and regulations that creditors do not have to follow. Moreover, it 
also raises concerns about duplicative listings for ramplaints on a debt filed with both the creditor 
and the debt collector seeking to recover die debt on behalf of a client. 


IV. ACA Recommendations/Conclusion 

ACA international undertook this study to gain insight into consumer complaint issues and, in 
particular, to learn more about the Information and to use It for the collection of debts. The main goal 
of this analysis is to improve the communication between debt collectors and customers, to mitigate 
the number of complaints made by customers. 

It is important to ensure a!! possible options to get efficient resolutions that need to be considered 
for every consumer. Informing consumers about all their options in the debt collection process and 
the consequences of non-payment should be essential. Third-party debt collectors would benefit 
from future study and examination of these and other issues relating to debt collection. 

Understanding the data and doing a thoughtful analysis of consumer complaints can be a useful tool 
in determining trends and areas for concern as well as areas for improvement by the industry, ACA 
pledges to continue working with our members to improve compliance, preventing complaints and 
resolving them if they occur. ACA desires to help the CFPB Improve its complaint database so that 
collectors, consumers, policymakers, regulators and others have an accurate snapshot. 

We offer the following suggestions to the CFPB: 

• Clearly identify first-party collections from third-party collections in complaint reporting and avoid 
the potential for double counting complaints that stem from the same underlying issue. 

• Maintain context by resisting the temptation to use a broad-brush to paint debt collectors and 
make assumptions about the behavior of an entire industry solely on the volume of complaints. 

• Provide more detail to debt collectors who are the subject of a complaint to increase the 
likelihood of more easily identifying the information needed to resolve the consumer’s complaint. 

• Adopt a definition of complaint that is limited to consumer allegations of wron^ul conduct and 
does not include the concept of general consumer dissatisfaction outside of wrongful conduct. 
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Appendix D 


The following documentation is intended to provide a few examples of consumer compiainis reported to the 
CFPB and sent to ACA member agencies. Our intent in faring these example is to illustrate ACA’s point that 
not every correspondence with the CFPB is a complaint. Yet these are recorded as such and then sent to 
busin^ses seeking a response. TTiis is skewing the data being shared with Congress and the /^nerican public 
in that it is painting an inaccurate portrait of consumer d^ defection. 

We belie\« that debt collectors and consumere shcMJid communicate. TTie examples below reflect the 
importance of the essential need for this communication so our members can help consumers resolve the 
issues at hand. 


The four examples below are excerpts sent to ACA members from the CFPB's portal. Content of the entire form 
has been shortened to ensure confidentiality but can be made available upow-request. The CFPB's portal URL 


D^ribe what happened: 


Desired resohition: 


0^ cc^tecticm: I cb not know 


sifyd^t 


Disdo^reverifeation of debt Ni^^lven enou^ info ^ 

Be acMsed this is nc/ce refuse to pay, but a nofee th^ ycnir clam is ds^ted vaida&m is 
requeued- Under 0>e Fair DeW CoBeebon FYaefees Act (FDCPA), I have the r^t-to raciest v^atoi 
oftl%cbbtyousayoweyou.l£nireque^ig(xoGl^at] ^ indeed ttb par^ ycxi are asidng to 
p^bitede^andthefeissomeconfractu^ot^afenbiatisdndingonrTiebi^this ebbt. Hiis 
is nc^ a request fex ’Veiicatoi" cx proerf of my address, but a request ftx v^idabcMi m^e 
pursuait to 15 UX 1692g, Sec. 809 (c^ the FDCPA). i respeciftjlly requesi.toat your offices ^vide 
me with crxnp^nt evidence that I have £toy iegai odigation to pay yexj. M tors-time I vi^l ^ 
inform you, that if your offices h^ a confeue to nepoi1in\^atedintormation to any of toe 

ttKee m^ credt bureaus (Equifetx, Expenai, Trais Union), this actkxi m^ht oonsffiute fraud under 
both federd and state laws. Due to tois toct, if any nega^ mark is found or continues to teport on any 
of my credit repotto by your company or the company you represent I vdH not hesitato in tHinging legal 
action against you axi yow client for toe knowing. 

Rease provide the toilowing; .A^re&nent wito ym cfient that grants you toe authority to colleci on tois 
afieged debt Agreement toat bears toe dgnature of toe alleged debtor wha^n he/^e agreed to 
p^ toe creditor. Any insurance (daims been made by any oeditof reganjing tois acxxxint 
Judgments obtained by any creditor regarding tois account Name and address of dieged orator. 
Namq on fHe of alleged d^frx- Amocmt of alleged debt. Data tois alleged debt became payable. Date 
of o^ibal charge off or deBnquency. Verific^lon toat tois d^t was assigned or sedd to cotector. 
Conip^ accounting of aleged debts. Commission frx debt cottector if collecfen efforts are 
sucdessful. 


SUident loan: non-federal student loan 


issue: Problems vi^en you are unable to pay 

Describe what happened: I want hit soon to be covered and paid off by consolidation 


Desired resolution: 


I think my loan ^cxild be paid off 
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Product: 

issue: 

Describe what happened: 


Desired resolution; 

Product: 

Issue: 

Describe what happened: 


Desired resolution: 


27 


Debt collection: Credit card 

Communications tactics: Frequ^t or repeated calls 

I recently receiwd a bill fit)m a c<^y erf vi#iich is attached. I am writing to tell you that am 
unable to pay the debt. I lost myjob from November 2010 and my income comes solely from 
unemployment from period Nowmber 2010 to April 2013 and is now exhausted. I currently have 
irregular part time jobs in which It is hard for me to meet my daily needs. I do not own a home or 
any real estate. I do not have money m my bank accounts. My car is still not paid and cannot pay 
on time. The value of my property does not exceed $4,000.00. As ail my income and proper^ are 
exempt under the laws of fllif>ols. any attempt to collect this debt will not be successful. I am sorry 
that I cannot pay the bill, but 1 hope that you will understand my situation. 

None given 


Debt collection: I do not know 

Disclosure verification of debt: Not given enough info to verify debt 

I’ve checked a copy of my credit report and realized that there was a collection reported from ycajr 
company, which I was not notified about. I do not reject to provide with the debt amount. 
However, this is a notice sent pursuant to the Fair Debt Collection Practices Act 1 S USC 
1692g Sec 809 (b), that your edaim is disputed and a validation is demanded. This is asking 
for proof regarding the debt ttiat I owe and verifying it. i am requesting you to stop all collection 
activities including reporting this information on my credit report. I am sure that you are aware of 
the fact that non-compliance with ttiis request may end up in legal obligations. 

I am requesting you to stop all co!lectic»i activities including reporting this information on my credit 
report. 
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About AFSA 

Founded in 1916, the American Financial Services Association (AFSA) is the national trade 
association for the consumer credit industry, protecting access to credit and consumer choice. 
Our 350 members include consumer and commercial finance companies, auto finance and 
leasing companies, credit card issuers, industrial banks and industry suppliers. Prior to enactment 
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) in 2010, 
AFSA members were always responsible for adhering to the federal consumer statutes and 
regulations, but most were exclusively licensed and examined by the states in which they 
conducted business. Today, as covered persons pursuant to the Dodd-Frank Act, they are subject 
to the full jurisdiction of the Consumer Financial Protection Bureau (CFPB or Bureau). 

Statement of Interest 

AFSA represents banks as well as captive finance companies, sales finance companies and retail 
installment sales finance companies. These consumer finance companies ~ many of which are 
small local or regional businesses - are licensed and supervised by state banking agencies or 
consumer credit authorities. Unlike banks or credit unions, their extensions of credit are funded 
by placing their own capital at risk, rather than through insured deposits. As a result of the Dodd- 
Frank Act, consumer finance companies find themselves subject to a new layer of federal 
supervision and enforcement that is dramatically raising their compliance costs and will impact 
the availability of consumer credit. 

This testimony will review our experience engaging with the CFPB on behalf of the consumer 
credit industry, as well as several key policy areas where we disagree with the Bureau’s 
approach. This is not an exhaustive list, but rather a selection of issues that are especially current 
and relevant to the Financial Services Committee’s oversight of the CFPB. 

* 

Our Industry’s Engagement with the CFPB 

AFSA has met with various CFPB personnel to explain our members’ role in the consumer 
finance industry. To their credit, CFPB staff have asked thoughtful questions and exhibited a 
genuine desire to learn about our business. Senior agency officials have also agreed to speak to 
our members at large and small gatherings and have traveled to do so on several occasions. In 
addition, the Bureau has invited AFSA staff and members to participate in public events it 
sponsors. We appreciate this ongoing engagement and the opportunity to make our industry’s 
voice heard. 

These meetings have sometimes preceded shifts in policy by the Bureau that reflect a more 
nuanced understanding of the marketplace. For example, the CFPB incorporated some key 
changes to the mortgage servicing rule that were helpful to our members. The CFPB also made 
some changes to the regulations implementing the CARD Act, for which AFSA had asked. 
Additionally, we have been granted longer periods of time to comment on Federal Register 
notices. 
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Policy Areas where AFSA Disagrees with the CFPB’s Approach 

However, on several major issues with which we have been engaged with the CFPB, despite 
having reason on our side, we seem to be getting nowhere. These issues include: (I) the CFPB’s 
crusade against motor vehicle dealer finance income; (11) the CFPB’s reluctance to distinguish 
creditors from third-party debt collectors; (III) the CFPB’s insistence that the credit bureaus 
make the furnisher dispute system needlessly burdensome; and (IV) the CFPB’s arbitration study 
that appears biased toward restricting the use of pre-dispute arbitration and class action waiver 
provisions. 

I. Motor Vehicle Dealer Finance Income 

AFSA is concerned about the CFPB’s regulatory actions with regard to dealer-originated vehicle 
financing. These actions are based upon a mere suspicion of “disparate impact’’ - as opposed to 
intentional discrimination - based upon an alleged statistical relationship between a vehicle 
dealer’s finance income and the presumed race or ethnicity of a consumer. In fact, the CFPB fails 
to account for significant market factors impacting the terms of a retail financing contract and the 
income earned by the dealer when assigning that contract to a finance source. Moreover, the 
CFPB has resisted transparency at every turn. Left unchecked, this effort could harm motor 
vehicle sales, stifle competition, reduce consumer choice and increase the cost of credit. 

Since the CFPB issued Bulletin 2013-02, “Indirect Auto Lending and Compliance with the Equal 
Credit Opportunity Act” on March 21, 2013, AFSA has warned of the potential adverse 
consequences of the CFPB’s push for an industry-wide move to a flat compensation scheme for 
auto dealers. Such a model would rob consumers of their ability to negotiate the financing terms 
for a new or used vehicle purchase. It could stifle competition among creditors and introduce 
unforeseen risks to consumers. 

The CFPB’s fair lending analysis of the portfolios of banks and vehicle finance companies has 
proven to be rudimentary, and the Bureau seems to fundamentally misunderstand the transaction 
that occurs between the dealer and a consumer. 

In particular, the CFPB; 

• Assumes, incorrectly, that the wholesale discount rates at which finance sources buy 
retail installment sale contracts from dealers would otherwise be available directly to 
consumers; 

• Links differences in dealer finance income to differences in the retail rates that 
consumers actually pay, without credible evidence to support this relationship; 

• Analyzes transactions at assignees’ portfolio levels, which can create artificial disparities 
where none exist at individual dealerships; 

• Leaves dealers no choice but to refuse to negotiate lower rates that would benefit 
consumers; and 

• Fails to recognize that neither the dealer nor the eventual assignee collects or maintains 
information about the applicant’s race or ethnicity. 


2 



181 


An entire industry should not be radically transformed based on theoretical assignments of race 
and ethnicity. However, the Bureau has refused calls to provide clarity about its expectations and 
transparency in its methodology so that the vehicle finance industry may work to eliminate any 
disparities that do exist - if they exist Furthermore, the Bureau has chosen to pursue an 
enforcement-first approach, rather than following the traditional regulatory process of soliciting 
the views of stakeholders and then publishing a rule that would apply across the industry in a 
comprehensive manner. 

In the meantime, AFSA has commissioned an independent review to assess the current business 
model of dealership financing and evaluate the costs and benefits of alternative approaches to 
dealer compensation. It is noteworthy that CFPB Director Cordray’s Nov. 4, 2013, response to a 
bipartisan Senate inquiry revealed that the Bureau undertook no such assessment itself before 
setting out to upend a business model that has provided affordable credit to automobile 
purchasers for decades. Nonetheless, AFSA takes the CFPB’s concerns seriously and plans to 
share the results of its study with policymakers. AFSA expects to complete the study in late 
spring 2014. 

IL Creditors and Third-Party Debt Collectors 

In the CFPB’s recent Advance Notice of Proposed Rulemaking (ANPR) on debt collection, the 
CFPB’s proposed survey on debt collection, and even the CFPB’s larger participant rule for debt 
collectors, the Bureau does not clearly distinguish creditors from debt collectors or debt buyers. 
The Fair Debt Collection Practices Act (FDCPA) provides clear definitions for both “creditor” 
and “debt collector.” It is unclear why the CFPB - which is charged with implementing the 
FDCPA - refuses to accept and use these long-established definitions. 

The lack of clear, definitive terminology creates a confusing landscape for consumers, and it will 
impede their ability to properly assess and address any issues that may arise with their financial 
transactions. It is important to recognize and keep distinct the differences between a creditor and 
a debt collector, as Congress intended when it passed the FDCPA. The Bureau should not paint 
all entities that collect amounts due with a broad brush under a premise that all of these entities 
should have to adhere to the same practices when attempting to collect debts. Imposing 
burdensome and unnecessary regulatory requirements on creditors that were designed to address 
the well-documented issues with debt collectors will lead to higher business costs - which will 
inevitably be passed on to consumers, increasing the cost of borrowing and reducing access to 
credit. The amorphous use of the terms “debt collector” and “debt collection” without regard to 
the participant would make it appear that creditors stand in the same shoes as debt collectors, 
which is simply not the case in practice or under federal law and many state laws. 

As Congress understood when it enacted the FDCPA in 1977, creditors have different incentives 
and therefore do not operate like debt collectors. While much has changed in the consumer credit 
industry since 1977, today’s creditors remain restrained by their inlierent motivation to protect 
their goodwill when collecting past due accounts. While consumers do not choose their debt 
collector, consumers do make a conscious decision of which creditor to borrow from. Nothing 
has changed that would merit a different conclusion today or warrant unnecessary regulation. 
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Most AFSA members originate their own accounts or acquire accounts shortly after origination, 
and usually well before default. They service these accounts, accept agreed upon payments, and 
provide assistance throughout the life of the obligation. Delinquent accounts adversely impact a 
creditor’s costs and exposure to risk. There is an incentive to maintain a customer in a paying 
relationship, as the creditor assumes the risk of extending credit in the first place. As a report 
from the Tower Group states, “The cost to replace one bank card customer ranges from $160 to 
over $200, and issuers that work with their customers through this difficult period will retain 
those customers for life.”’ In other words, creditors use debt collection as a customer retention 
strategy and are incentivized by avoiding costs to acquire new customers. 

In contrast to debt collectors that usually collect only mature, static balances from consumers 
with whom they have no prior or ongoing relationship, creditors collect delinquent installments 
from their customers with whom they have a long-term and continuous relationship and who 
may carry other balances with the creditor that are not delinquent. Unlike debt collectors, 
attempting to collect on defaulted loans or accounts is not the primary business of a creditor. 

Debt collectors do not have substantial “skin in the game” - they typically have little to lose 
when collecting a delinquent account, which may explain some of the practices the FDCPA was 
designed to guard against. Creditors, however, have both their capital and the relationship with a 
valuable customer at stake. Congress recognized that creditors have “skin in the game,” which is 
why creditors are not subject to the same debt collection restrictions as debt collectors. 

in. Furnisher Obligations 

In September 2013, the CFPB issued a bulletin^ highlighting furnishers’ obligations under the 
Fair Credit Reporting Act. The CFPB announced in the bulletin that the electronic system e- 
OSCAR (used by the three largest consumer reporting companies, or CRAs, to forward a 
consumer dispute to the furnisher) was enhanced to allow CRAs to forward to furnishers not 
only the consumer dispute, but also supporting documentation provided by the consumer. 

The enhancement to e-OSCAR has negatively affected the overall consumer dispute and 
resolution process. Furnishers now have to spend an exorbitant amount of time sifting through 
the new documentation sent to them by the CRAs. For AFSA members, this information is often 
unhelpful and/or irrelevant to the investigation of the consumer dispute. Additionally, it contains 
sensitive information about the consumer (oftentimes with no nexus to the consumer’s 
relationship with the furnisher). Examples of the information being forwarded by the CRAs 
include: (1) copies of the consumer’s driver’s license and social security card; (2) information 
that is already on file; (3) letters with no reference to a particular dispute; and (4) blank pages 
and envelopes. 


’ Moroney, Dennis, Revitalize the Credit Card Pre~Charge-off Collection Process and Improve the Bottom LineP 
TowerGroup- April 2009. Quoted in ^"Leveraging Collections as a Customer Retention Tool,'' by Julie Austin and 
Vytas Kisielius of Collections & Recovery, TSYS, Jan. 2010. Available at: 

http://www.ftc.gOv/sites/default/files/docutnenls/public_comments/ftc-workshop-debt-collection-2.0-protecting- 
consumers-technology-changes-project-no.pl 14802-00007%C2%AO/00007-58348.pdf 

^ CFPB Bulletin 2013-09, “The FCRA’s requirement to investigate disputes and review “all relevant” information 
provided by consumer reporting agencies (CRAs) about the dispute.” September 2013. 


4 



183 


Although the CFPB consulted with various stakeholders before pushing the CRAs to make the 
changes to e-OSCAR, it is our understanding that they did not reach out to lenders to assess how 
the changes would affect their investigation of consumer disputes. 

IV. Arbitration 

Section 1028(a) of the Dodd-Frank Act requires the CFPB to conduct a study of, and provide a 
report to Congress concerning, the use of pre-dispute agreements providing for arbitration of any 
future dispute between covered persons and consumers in connection with the offering or 
providing of consumer financial products or services. The Dodd-Frank Act does not specify how 
the CFPB should conduct such a study. The CFPB proposed, as part of the study, to conduct a 
national telephone survey of 1,000 credit card holders exploring consumer awareness of and 
perceptions regarding dispute resolution provisions in credit card agreements. 

It appears that, rather than using the survey as a learning tool, the CFPB is using it as a way to 
attempt to rationalize restricting or banning pre-dispute arbitration agreements. The proposed 
survey is unnecessary for tlie completion of the study. The results the CFPB will gather from the 
survey are obvious from the outset - consumers are not generally aware of the dispute resolution 
provisions in their credit card agreements. Conducting a survey with an obvious result is not a 
good use of the CFPB’s limited resources, nor a statistically valid, empirically derived method of 
obtaining relevant data. 

There are so many problems with the proposed survey that it will not yield information of 
sufficient quality for whatever the intended purpose of the survey is. To begin with, the survey is 
too long, particularly for a telephone survey. The survey lacks detailed statistical measurements. 
The current survey design will generate very few respondents who are in a position to answer 
specific questions. The hypothetical questions in the survey should be removed. Hypothetical 
questions do not necessarily generate responses that predict what a consumer would do in a real- 
world situation. We understand that the CFPB is revising the survey design that was proposed 
last year, but to our understanding, these concerns have not been addressed. 

The Bureau convened a field hearing as part of its study of arbitration. The problems with this 
field hearing exemplified the problems with many of the CFPB’s public events. The 
announcement for the field hearing came only ten days in advance. The agenda and panelists 
were not officially announced before the event. Furthermore, the purpose of the hearing was the 
CFPB’s release of part of its arbitration study. Panelists at the hearing, though, were not given 
copies of the 168-page study until late in the afternoon the day before the hearing at which they 
were invited to offer their perspectives. This approach to gathering public input demonstrates an 
indifference to the views of stakeholders that has become too common in the Bureau’s 
policymaking process. 


* 


AFSA thanks the Financial Services Committee for the opportunity to provide testimony on our 
industry’s experience with the CFPB. If you have any questions, please contact AFSA’s 
Executive Vice President, Bill Himpler, at 202-466-8616 or bhimpler@afsamail.org. 
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April 8,2014 


AMERICAN 
L AND TITLE 
ASSOCIATION 



The Honorable Shelley Moore Capita 
Chairman 

Subcommittee on Financial Institutions 
and Consumer Credit 
House Financial Services Committee 
U.S. House of Representatives 
Washington, DC 205 15 

RE; Statement for the Record 


The Honorable Gregory W. Meeks 
Ranking Member 

Subcommittee on Financial Institutions 
and Consumer Credit 
House Financial Services Committee 
U.S. House of Representatives 
Washington, DC 20515 


Dear Chairman Capita and Ranking Member Meeks: 

The American Land Title Association' appreciates the opportunity to submit this 
statement for the record for this hearing entitled “Who’s In Your Wallet: Examining How 
Washington Red Tape Impairs Economic Freedom.’’ 

ALTA members provide two primary services to consumers and financial institutions. 
First, the industry prepares and writes title insurance policies protecting both purchasers and 
mortgagees of real property. This .service falls outside the Bureau’s regulatory and supervisory 
authority as part of the business of insurance. Second, title professionals act as third-party 
settlement agents in real estate and mortgage transactions. This service is within the Bureau’s 
authority pursuant to the Real Estate Settlement Procedures Act. 

We have been grateful to have a good working relationship with the Bureau since work 
began on the recently finalized integrated mortgage disclosures required under Section 1032 of 
Dodd-Frank, which started before the Bureau opened in July 2011. While we have not agreed on 
every decision made by the Bureau, they have always been open and willing to listen to the 
concerns of our industry as they finalized these new rules. 


* The American Land Title Association, founded in J 907, is a national traie association and voice of the real e,8tale settlement services, abstract 
and title insurance industiy. ALTA represents more than 4,5tX) merabCTCOTipanies. ALTA members operate in every county in the United Stales 
to search, review and insure land titles to protect home buyers awl mortage l«iders who invest in real estate. ALTA members include title 
insurance companies, title agents, independent abstracters, title searebas and attorn^ ranging from small, one-county operations to large 
national title insurers. 


1 828 L Street, N.W. « Suite 705 ■ Washington, DC 20036 m (202)296-3671 ■ 202-296-3673 ■ 800-787-ALTA 
E-raall: servicc@alca.org ■ Web: ww'w.alra.org ■ ftx: 888-FAX'ALTA ■ Local Fax: (202)223-5843 
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The importance of the Bureau working with us increases as the industry begins 
implementation of these rules and ALTA is actively educating the industry on changes to their 
business practices and compliance requirements. It is important for Bureau staff and leadership 
to attend conferences, roundtables and other industry forums. When Bureau staff attends industry 
meetings and our biweekly information exchange on industry compliance with the mortgage 
disclosures rule it provides a valuable forum for Bureau staff to hear directly from the people 
they regulate. This allows staff to get important information about how their rules are working in 
real life and what issues need clarification. 

While ALTA members are not directly supervised by the Bureau, we are indirectly 
regulated through the Bureau’s oversight of both depository and non bank mortgage lenders. As 
ALTA and its members have sought to gain a better understanding of the Bureau’s expectations 
for lender oversight of third party service providers under its CFPB Bulletin 2012-03, we have 
not seen the same level of openness from the Bureau as we have experienced from its regulatory 
function. The result is that businesses are shooting in the dark as they are attempting to invest in 
systems and processes to protect consumers. 

To provide feedback to the business that are struggling to comply, a formal mechanism 
for more robust communication and outreach between the Bureau and businesses it oversees 
directly and indirectly about compliance expectations should be established. This could help 
align business practices to key consumer protection goals and provide regulators with a tool to 
encourage and incentivize good actors and industry best practices. 

Regulatory uncertainty hinders businesses from effectively and efficiently growing and 
complying with new consumer protection rules. The cost of regulatory uncertainty is most 
acutely felt by the small businesses that make up the majority of the title and settlement industry. 
While the Bureau did an admirable job providing industry with clear guidance in its integrated 
mortgage disclosures rule, despite being almost 1900 pages, there are still areas of uncertainty 
that make this rule more difficult for the industry to implement this rule. 

While the Dodd-Frank Act mairdated that the Bureau integrated the disclosures required 
under RESPA and TILA, it did nothing to integrate the differing underlying substantive 
requirements of those two statutes. To address this, the Bureau attempted to reconcile those 
differences where it felt it had authority, but for some areas it left both regimes in place leading 
to uncertainty about which statute governed. The best example of this problem is the issue of 
liability. 

Both RESPA and TILA have different penalties for violations and mistakes related to 
their disclosure requirements. In short, TILA includes a private right of action and statutory 
penalties while RESPA does not. Since the new integrated mortgage disclosures include items 
that are required under both statutes, the issue of which statutes liability provisions govern each 
provision in the rule is important. However, despite ALTA requesting such a breakdown in its 
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comment letter to the Bureau, the Bureau chose not to provide a breakdown and instead require 
the industry to guess which liability rules govern each provision of the integrated mortgage 
disclosures rule. 

ALTA strongly supports the small business provisions in the Dodd-Frank Act, including 
the requirement that the Bureau conduct a Small Business Advocacy Review Panel (SBAR) 
pursuant to the Small Business Regulatory Enforcement Fairness Act of 1996 (SBREFA) when a 
rule is expected to have a significant impact on a substantial number of small entities. This 
process is vital to ensuring that the Bureau’s regulatory goals are met in a way that is not overly 
burdensome on small business. However, ALTA believes that the SBREFA process is ineffective 
in helping the Bureau understand the impact a rule will have on small business and discovering 
potentially less impactful alternatives. 

A number of process-oriented changes to the panel procedures are necessary to make the 
SBARs more effective. First, the Bureau should give small entity representatives participating in 
the SBAR ample notice of the meeting so that they can make appropriate and cost effective 
travel arrangements. On February 21, 2012, the Bureau sent official invitations to small entity 
representatives for its March 6, 2012 SBAR panel on this rule. By providing only two weeks’ 
notice, the Bureau made it unnecessarily costly for small entity representatives that do not live in 
the Washington, D.C., area to attend the panel meeting in person. For example, one ALTA 
member who attended the panel spent over $1,400 to attend the meeting. This is a substantial 
sum for a small business owner. The Bureau should aim to give participants at least one months’ 
notice so they can make the appropriate travel arrangements. 

Second, the Bureau should work with industry trade associations to better prepare the 
small entity representatives for the SBAR meeting. One of the main goals of the SBAR panel is 
to uncover how costly a regulation will be to implement for small business and to identify less- 
costly alternatives. There are many factors that go into an effective cost estimate (including 
differences in regional practice and vendor practices) or information about alternatives that can 
reduce costs for small businesses that are not known to a small business owner unless they have 
the assistance from their trade association or their vendors. Conducting outreach to trade 
asisociations before holding the panel (including inviting trade associations to observe the panel 
meeting in person) ensures that the SBAR gets the most accurate cost data available. 

Third, the Bureau should make the SBAR panel report public once it is complete. By 
publicizing the report earlier in the regulatory process, the Bureau can provide crucial 
information to industry stakeholders. This will allow industry to develop more useful data for the 
Bureau to consider about the impact of their proposals on small business. 

Fourth, in addition to the above process-oriented changes, the Bureau also should 
consider broadening the way it looks at the impact of a regulation on small business. The SBAR 
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panel focused heavily on the direct costs of this rule on small business, such as software costs, 
productivity and training but glanced over the parts of this rule that could have indirect but very 
serious costs on small business. These indirect costs can be extraordinary, including potentially 
preventing small business from being able to compete in the future marketplace. 

An example is the panel’s review of the proposals related to who completes the Closing 
Disclosure. Under the rule, the Bureau makes the lender ultimately liable for the accuracy of the 
Closing Disclosure even if they partner with a settlement agent to complete the form. While the 
panel focused on the direct costs of their new form, the indirect costs (namely that lenders would 
be incentivized to limit the number of small entities with whom they work) will be much more 
devastating to small business. The Bureau should take greater care to determine whether a 
proposal will cause business-model shifts that could be harmful to small-business 
competitiveness. 

Lastly, the SBAR is a one shot event that comes late in the regulatory process. The SBAR 
occurs after the Bureau has decided on the need for a regulation, conducted research to support 
the regulation, and developed the substantive pieces of the regulation and just prior to a 
regulation being formally proposed in the Federal Register. This is fairly late in the game and 
precludes the Bureau from considering, researching and testing alternatives that will be less 
costly to small business before publishing their proposal. A more effective process would be to 
have the Bureau consult with small businesses throughout the entire regulatory process. 

That is why we support the establishment of an advisory board for small businesses that 
are non-depository institutions similar to those established for outreach to community banks and 
credit unions. Advisory boards provide clear, formal and open channels of communication 
between Bureau staff and industry. Additionally, policymakers should consider creating formal 
advisory opinion process at the Bureau. This will allow businesses to obtain feedback from the 
Bureau about new products and processes. This will allow businesses to address consumer 
protection issues before they invest in a new product. 

ALTA appreciates the opportunity to provide this statement for the record. Should you 
have any questions about this statement, please do not hesitate to contact Justin Ailes, Vice 
President of Government Affairs at 202.261 .2937. 


Sincerely, 



Chief Executive Officer 
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'4 The 
5- Clearing House* 

At the Center of Banking Since 1853 


statement for the Record 
House Financial Services Committee 

"Who’s in Your Wallet: Examining How Washington Red Tape Impairs Economic Freedom” 

April 8, 2014 

Formed in 1853, The Clearing House Association LLC, {"The Clearing House”) is the nation's 
oldest banking association. Today, The Clearing House advocates on regulatory, legislative, and legal 
public policy issues on behalf of the largest U.S. commercial banks before policy makers, courts of law, 
and standard setters in the United States and abroad. We welcome the opportunity to present our 
views on the current state of banking regulation and appreciate the Committee’s attention to these 
issues. 


As a result of recent regulatory reform and significantly improved bank capital, liquidity, and risk 
management practices, the banking system is stronger and safer than it was before the financial crisis. 
The Clearing House supports these reforms and improvements, including robust capital requirements 
focused on requiring banks to maintain higher quality capital, new liquidity standards, corporate 
governance reforms, an improved resolution framework, and recovery and resolution planning. We 
believe that as a result of these developments collectively, the banking system is more resilient than 
ever to withstand financial and economic shocks. 

As many policymakers and others have observed, just as important as the shape of these 
regulatory reforms are the process and manner by which they are implemented into regulation. This is 
especially true of key components of Basel III and the Dodd-Frank Act— like heightened capital and 
liquidity standards— that touch fundamental aspects of banks’ critical credit intermediation function, 
and as a result may have unintended and potentially negative consequences on the cost and availability 
of credit or other financial services to consumers and end users if not implemented appropriately. 
Accordingly, a key challenge in crafting and implementing new rules is to not only identify the prudential 
benefits of these rules, but also to identify and anticipate such negative consequences and to consider 
carefully the broader interaction among and between regulatory reforms in the aggregate. The Clearing 
House continues to urge policymakers to consider the cumulative impact of new regulations, rather than 
evaluating any one particular regulation in isolation, to ensure that the broader effect of proposed 
rulemaking on financial markets and the U.S. economy is identified and well-understood before these 
rules are finalized. 

An illustrative and pertinent example of this concern is the U.S. banking agencies’ recent notice 
of proposed rulemaking on the liquidity coverage ratio ("LCR”). The Clearing House has filed a 
comprehensive comment letter with those agencies describing our concerns about the potential 
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unintended consequences that parts of that proposal could have on consumers, municipalities, and 
other bank customers, which we summarize below. 

U.S. Liquidity Coverage Ratio 

In October 2013, the Officeof the Comptroller of the Currency, the Board of Governors of the 
Federal Reserve System, and the Federal Deposit Insurance Corporation (collectively the "Agencies”) 
issued a notice of proposed rulemaking entitled Liquidity Coverage Ratio: Liquidity Risk Measurement, 
Standards, and Monitoring (the "U.S. LCR Proposal").* That proposal would implement in the United 
States a portion of the international liquidity standards agreed to by the Basel Committee on Banking 
Supervision ("Basel LCR”) by establishing an LCR for banking organizations that are mandatorily subject 
to the "advanced approaches” risk-based capital rules, their respective consolidated subsidiary 
depository institutions with total consolidated assets greater than $10 billion, and systemically- 
important nonbank financial companies designated by the Financial Stability Oversight Council that do 
not have substantial insurance activities. 

The Clearing House believes that the final Basel LCR generally strikes an appropriate balance 
between accurately capturing liquidity risk and the concerns raised by banks during the public comment 
period with respect to, among others, the measurement of that risk and the scope of oversight and 
related compliance requirements. However, we are concerned that the U.S, LCR Proposal deviates 
significantly from the Basel LCR. These deviations detract from the goals of clarity and transparency 
across markets, competitive equality, and minimizing opportunities for regulatory arbitrage and the 
potential balkanization of national markets. We strongly believe that the LCR as implemented in the 
United States should deviate from the Basel LCR in significant ways when, and only when, unique 
circumstances impacting the liquidity risk of U.S. banks warrants such deviation. The effects of U.S. 
divergence from the Basel LCR may be exacerbated because of the interplay among the host of new 
regulations relating to capital, leverage, and other prudential standards. 

In particular, two specific provisions of the U.S. LCR Proposal — the treatment of the secured 
deposits of U.S. municipalities and other public sectors entities ("PSEs") and thetreatment of U.S. 
municipal securities — could have negative unintended consequences for U.S. municipalities and PSEs 
and their constituents. 

1. The treatment of secured deposits of U.S. municipalities and PSEs as secured funding 

transactions may impair the ability of banks to provide this critical service. 

Under the U.S. LCR Proposal, the required amount of high-quality liquid assets ("HQLA") is based 
on the assumed unwind of "any secured funding transaction, secured lending transaction, asset 
exchange, or collateralized derivative transaction that matures within 30-calendar days of the 
calculation date and where the [BANK] and the counterparty exchange HQLA.”* The stated purpose of 
this mechanism is generally "to prevent a covered company from having a substantial amount of 


78 Fed. Reg. 71,818 (Nov. 29, 2013). 
Proposed Rules, §§21(f)(l), (2) and (3). 
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transactions that would create the appearance of a significant Level 1 liquid asset amount at the 
beginning of the 30-day stress period, but would unwind by the end of the 30-day stress period."^ The 
core focus of this issue as set forth in the U.S. LCR Proposal appears to be "certain repurchase and 
reverse repurchase transactions'"' — presumably due to the fairly ready ability to finance higher quality 
HQLA on the balance sheet through posting lower quality HQLA to a counterparty given the depth and 
scope of the U.S. repurchase/reverse repurchase market. While we acknowledge that there may be 
transactions and arrangements which could give rise to this issue, certain other arrangements which 
would seemingly be covered by a literal reading of the U.S. LCR Proposal do not in fact pose any material 
risk of a bank "manipulat[ing) its HQLA portfolio.”^ 

In particular, we do not believe that deposits of U.S. municipalities — that under applicable 
state law^ must be collateralized with liquid assets by the relevant depository institution — should be 
covered by the unwind mechanism because these deposits are fundamentally different in nature than 
typical secured funding transactions normally entered into by banks and pose very little risk of 
manipulation for purposes of the LCR and the pool of HQLA. As recognized in the Federal Deposit 
Insurance Act,’ the laws of various states require that the deposits of certain municipalities and other 
PSEs must be "secured or collateralized" by the insured depository institution that holds such deposits. 
The amount of such deposits in the U.S. is significant, totaling approximately $443.6 billion as of 
September 2013.® These types of secured deposit arrangements are a critically important component of 
the suite of banking products provided by the banking industry to PSEs. 

Secured municipal deposits are significantly different in nature than other types of secured 
funding transactions where banks, at their discretion, seek funding to finance their trading securities 
inventory from money market funds and other broker-dealers in the wholesale funding markets. From 
the perspective of a depository institution, secured municipal deposits are fundamentally first and 
foremost deposits where the customers, in this case various municipalities, seek to place their funds on 
deposit at the bank. 

Moreover, these deposits tend to be stable, exhibiting relatively low volatility, and Institutions 
use more stable portfolio collateral (as opposed to trading assets) to secure these types of balances. 
While literally "secured funding" for purposes of the U.S. LCR Proposal, municipal deposits are simply 
not the type of transactions susceptible to the risk of manipulation that the U.S. LCR Proposal and the 
Basel LCR apparently were focused on in this context as discussed above. In addition, empirical 
evidence indicates that, even during times of macroeconomic stress affecting the banking industry such 
as the 2008 financial crisis, secured deposits of PSEs generally experience only low withdrawal rates. 


® Preamble to the Proposed Rules at 71,832. 

“W. at 71,831. 

^ Preamble at 71,831. 

‘‘Seee.g., Ohio R.C. §§ 135.18, 135.181 and 135.37; 72 P.S. §§ 505 and 3836-1 etseq. 
'See 18U.S.C. 1831(m)(4). 

® Based on data available from SNL Financial LC. 
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In addition, discouraging banks from providing secured deposit services to U.S. municipalities 
and other PSEs appears contrary to public poiicy goals. If secured deposits are indeed required to be 
unwound for purposes of the HQLA calculation, institutions subject to the U.S. LCR Proposal may have a 
strong incentive to stop offering these products to PSEs altogether because of the highly negative 
impact on their LCR caiculations. Without ready and cost-effective access to banking services to manage 
their funds and operational deposits, many U.S. municipalities could have substantial practical 
difficulties in continuing to provide critical public services to their citizens, meeting their payroii for 
public servants, and more generally paying their day-to-day bills. We firmly believe this was not an 
intended consequence of the U.S. LCR Proposal. 

If the Agencies nevertheless determine to subject secured municipai deposits to some form of 
unwind mechanism for purposes of the HQLA calculation under Section 21 of the U.S. LCR Proposal, we 
urge that the final U.S. LCR permit the use of the applicable LCR outflow assumption under Section 32 of 
the Proposal, subject to the proposed maximum of 15% and irrespective of the type of collateral being 
utilized, when performing the unwind calculation. We believe this treatment would be justified as a 
Country-Specific Circumstance because secured municipal deposits in the U.S. context are a 
fundamentally different type of secured funding due to the particular requirements of U.S. state law and 
an unwind of such deposits for purposes of the HQLA calculation would presumably only occur if and to 
the extent the deposit is withdrawn and a resulting outflow of cash and increase in HQLA, If any, occur. 
Additionally, bank call report data suggests that, even during the financial crisis for the quarters ending 
December 31, 2007 through September 30, 2009, peak secured municipal deposit run-off rates generally 
did not exceed approximately 15%. 

2. The deep, liquid markets for obligations of U.S. municipalities strongly support their inclusion as 

HQLA. 

Under the U.S. LCR Proposal, municipal securities, including debt securities issued by state or 
local governments, agencies, and authorities, do not qualify as HQLA as "the agencies believe, at this 
time, these assets are not liquid and readily-marketable in U.S. markets and thus do not exhibit the 
liquidity characteristics necessary to be included in HQLA under this proposed rule."® With nearly $3.7 
trillion of securities and loans outstanding,'" municipal securities play a critical role in the financing of 
our capital investment in public services and infrastructure and are an important part of the U.S.'s 
capital markets. We believe that municipal securities should be treated as Level 2A liquid assets. 
Municipal securities meet the requirements for HQLA outlined in the U.S. LCR Proposal and in some 
respects are safer and more liquid than assets recognized as HQLA. 

The Preamble to the U.S. LCR Proposal describes the characteristics of assets that qualify for 
inclusion as HQLA, such as assets that are "easily and readily valued" and "lower risk", "do not incur 
sharp price declines", benefit from "active outright and repurchase markets at all times with significant 
diversity in market participants as well as high volume", and may be "pledgejdj at a central bank as 


® Preamble at 71,827. 

Board of Governors of the Federal Reserve System, Flow of Funds, Balance Sheets, and Integrated 
Macroeconomic Accounts, Third Quarter 2013, Table L.211, page 98. 
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collateral for intraday liquidity needs and overnight liquidity facilities."^ Municipal securities exhibit all 
of these qualities. The municipal market is liquid with a diverse mix of participants, including retail and 
institutional investors as well as over 1,650 registered dealers,^ and price quotes are readily available 
from dealers on almost any transaction. The municipal trading market is also robust, with a higher daily 
turnover rate in 2012 than the turnover rate for corporate bonds.'^ Furthermore, based on historical 
performance, municipal securities are arguably more price-stable and do not experience any greater loss 
of liquidity during periods of stress than other securities which are considered HQLA under the U.S. LCR 
Proposal. For example, the cumulative ten-year default rate for BBB-rated municipal securities is 0.3% 
while BBB-rate corporate bonds exhibit a 4.74% cumulative ten-year default rate.** Finally, banks 
subject to the proposal may use municipal bonds as collateral for discount window advances as well as 
to offset risks associated with extensions of daylight credit of master account activity.*^ 

In addition, the U.S. LCR Proposal’s treatment of municipal securities is inconsistent with the 
treatment recommended by the Basel Committee. Under the Basel LCR, "marketable securities 
representing claims on or guaranteed by sovereigns, central banks, PSEs or multilateral development 
banks" are treated as Level 2A liquid assets where PSEs include governmental entities other than a 
central government including U.S. state and local governments.’® U.S. municipal securities meet the 
criteria outlined in the Basel LCR and any departure from the Basel LCR is not warranted by Country- 
Specific Circumstances. Therefore, the Agencies should align their treatment of municipal securities 
with the Basel LCR and assign municipal securities to Level 2A. 

Interaction between the U.S. LCR Proposal and Other Rulemakings 

A key challenge for the Agencies and other regulators, including securities and commodities 
regulators in the United States as well as banking and other functional regulators in other countries, has 
been to anticipate and accommodate the interaction among and between macroprudential initiatives. 

In this respect, it is important to fully evaluate the extent to which the U.S. LCR Proposal could interact 
with various other rules in ways that are unproductive and likely unintended, For example, while the 
U.S. LCR Proposal would require covered banks to hold large amounts of HQLA in specified types, a 
pending U.S. leverage ratio proposal would effectively penalize such holdings by requiring capital for 
such holdings well in excess of their actual risk.” This dynamic would both (i) cut directly against the 

” Preamble at 71,827. 

” Municipal Securities Rulemaking Board, "MSRB Registrants," www.msrb.org/msrbl/pqweb/registrants.asp. 

” Based on the average daily trading volume in relation to total volume outstanding, in 2012 0.35% of total 
outstanding municipal securities traded each day versus 0.24% of outstanding corporate bonds. See Board of 
Governors of the Federal Reserve System, Flow of Funds, Balance Sheets, and Integrated Macroeconomic 
Accounts, Third Quarter 2013 Table L.212, page 99 (based on $11.1 trillion of corporate bonds outstanding on 
December 31, 2012 from data on "Nonfinancial corporate business" and "Financial sectors” including sub- 
investment grade). 

BNY Mellon Wealth Management, "Muni Bond Defaults, Bankruptcies and Bondholder Protections," August 
2013, page 1. 

“ Federal Reserve System, "Federal Reserve Collateral Guidelines," January 2, 2013, page 3. 

Basel III: The Liquidity Coverage Ratio and liquidity risk monitoring tools, H 52 (January 2013). 

” Regulatory Capital, Enhanced Supplementary Leverage Ratio Standards for Certain Bank Holding Companies and 
Their Subsidiary Insured Depository Institutions, 78 Fed. Reg. 51,101 (Aug. 20, 2013). 
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global policy consensus around limiting liquidity risk as a threat to banks and markets, which is at least 
as important as addressing the risk of insufficient leverage capital and (ii) inevitably increase risks for 
banks and the financial system in times of stress by incentivizing banks to respond to that penalty by 
holding a lesser amount of HQLA than they otherwise would. 

Similarly, the U.S. LCR Proposal interacts with recently-issued final rules by the Commodity 
Futures Trading Commission ("CFTC”) relating to liquidity requirements for derivatives clearing 
organizations {"DCOs"). The CFTC rules require systemically-important DCOs, which are central 
counterparties ("CCPs") that have registered with the CFTC, to establish and maintain specified liquidity 
resources. The CFTC rulemaking, while only applicable to a subset of DCOs, is intended to implement 
the international Principles for Financial Market Infrastructures ("PFMIs") and is illustrative of the PFMI 
requirements that will be applicable to CCPs more broadly. We believe that the U.S. LCR Proposal does 
not anticipate CCP liquidity arrangements, which are generally designed as "back-up" liquidity resources 
to be used only when CCPs’ balance sheet cash, initial margin and default fund cash resources are 
insufficient to meet CCPs’ short-term liquidity requirements. As a result, we are concerned that a "100% 
outflow” treatment might apply to these arrangements, which is far in excess of historical drawdown 
rates. Such high drawdown rates, if applied, may materially increase the costs of clearing, impeding 
efforts to move more uncleared transactions to CCPs. 

In addition, the U.S. LCR Proposal also interacts with proposed rules issued by the Securities and 
Exchange Commission ("SEC") in 2012 to establish regulatory liquidity standards for alternative net 
capital broker-dealers ("ANC B-Ds") and security-based swap dealers ("SBSDs").*® Although all ANC B-Ds 
are controlled by banks subject to the U.S. LCR Proposal,’’ neither the SEC proposal nor the U.S. LCR 
Proposal addresses the interaction of these two proposed liquidity regimes, if the U.S. LCR Proposal and 
the SEC Liquidity Proposal are each finalized as proposed, banks controlling ANC B-Ds or SBSDs will be 
subject to uncoordinated, inconsistent requirements that could weaken centralized liquidity 
management. We recommend that the Agencies and the SEC should coordinate their rulemakings to 
establish a workable regime that promotes centralized liquidity management. 

Conclusion 

Although the U.S. LCR Proposal is only one example, it is apparent that implementation of post- 
crisis regulatory reform requires careful attention to both (i) the potential unintended consequences of 
proposed rules for businesses and consumers and (ii) the cumulative interaction and effect of these 
proposed rules. The Clearing House is committed to continuing to play a constructive role In the 
financial regulatory reform process by engaging with policymakers on how best to implement important 
policy measures in a thoughtful, complementary manner. 


“ 78 Fed. Reg. 71,818, 71,852-54 (Nov. 29, 2013). See 17 C.F.R. §§ 15c3-l(f), 18a-l(f) (proposed). 

” There are currently six ANC B-Ds, most of which are controlled by U.S. banking organizations. A foreign banking 
organization that controls an ANC B-D would likely be required to establish an intermediate U.S. holding company 
to control the ANC B-D under the Board's proposed foreign banking organization rulemaking. See 77 Fed. Reg. 
76628 (Dec. 28, 2012). 
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CONSUMER 
BANKERS 
ASSOC1AT30N 

The Voice of the Retail Banking Industry 

April 8, 2014 

The Honorable Jeb Hensarling 
Chairman 

Financial Services Committee 
US House of Representatives 
Washington, DC 20515 



The Honorable Maxine Waters 
Ranking Member 
Financial Services Committee 
US House of Representatives 
Washington, DC 20515 


Dear Chairman Hensarling and Ranking Member Waters: 

The Consumer Bankers Association (CBA)‘ commends you for calling today’s hearing to 
examine the current regulatory landscape of our financial services industry and appreciates your 
continued oversight of the rules and regulations governing financial institutions. Even as the 
U.S. banking industry faces an unprecedented regulatory environment, CBA member financial 
institutions work daily to fulfill the needs of their customers and communities - thus not just 
contributing to but leading the sustainable economic growth and recovery in the U.S. Consumer 
and small business lending are growing as banks are meeting new regulatory obligations in a 
timely manner without imposing burdens on their customers. 


Following the financial crisis of 2008, Congress responded with a thorough overhaul of the 
outdated laws governing our nation's financial system and created a new set of policies to protect 
consumers. While many of those changes were necessary for a complex and rapidly changing 
system that had outgrown its regulations, much of the interpretation of Congress’ intent was left 
to regulatory agencies to determine how best to apply new laws to the industry. Unfortunately, 
some steps taken by regulatory agencies in the name of consumer protection and safety and 
soundness may have run counter to Congress’ intent by limiting consumer choice, transparency, 
and market competition, while pushing vulnerable consumers to more expensive and often less 
regulated financial services providers. 


One year ago, the Office of the Comptroller of the Currency (OCC) and Federal Deposit 
Insurance Corporation (FDIC) issued nearly identical proposed supervisory guidance to clarify 
the agencies’ application of principles of safe and sound banking practices and consumer 
protection in connection with deposit advance products (DAP). DAP, which are now no longer 
being offered to consumers by CBA member institutions, were created to serve consumers in 
critical need of short-term, sraall-dollar credit who did not qualify for other traditional credit 
products. These were not closed-end loans; they were lines of credit that were repaid 
automatically from a verified recurring direct deposit. The maximum amount advanced was 


’ The Consumer Bankers Association (CBA) is the trade association for today's leaders in retail banking - banking 
services geared toward consumers and small businesses. The nation's largest financial institutions, as well as many 
regional banks, are CBA corporate members, collectively holding two-thirds of the industry's total assets. CBA’s 
mission is to preserve and promote the retail banking industry as it strives to fulfill the financial needs of the 
American consumer and small business. 
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limited to the lesser of a cap (typically $500) or a percentage of the average recurring payment 
(e.g. 50%). The terms of the DAP were clear and easy to understand. 

Consumer satisfaction with DAP was extremely high. For several reasons, DAP offered 
consumers a vastly superior option to other low-dollar short-term financing such as non- 
depository payday loans, pawn brokers, and title loans. DAP were only available to bank 
customers with established checking account relationships in good standing and included 
features such as maximum loan size and cooling off periods to prevent consumers from 
becoming overly reliant on the product. These products were offered by banks for many years 
and - appropriately - W'ere highly regulated for consumer protection and safety and soundness 
concerns. 

There has always been, and will always be, a need for small-dollar, short-term credit. 
Historically, the FDIC and other prudential regulators have encouraged depository institutions to 
meet this particular consumer credit need. However, after the OCC and FDIC finalized their 
guidance late last year, banks offering DAP quickly decided to cease offering the product. 

The decision was made for several reasons, but primarily because the guidance would have 
required banks to use more traditional underwriting and in addition, overlay a cash flow analysis 
that would not have been well suited to deposit advances and would have increased the cost of 
the product. Regulators assumed consumers were using their checking accounts to build reserves 
or savings as opposed to using them as transactional accounts, an assumption contrary to the 
purpose of a traditional checking account. Additionally, even though bank-offered DAP 
imposed a mandatory cooling off period, the FDIC and OCC guidelines would have required 
each deposit advance to be repaid in full before the bank could extend another deposit advance, 
and banks were discouraged from offering more than one advance per monthly statement cycle. 
These guidelines were inconsistent with the structure of DAP which provided immediate access 
to the exact amount of money needed. By limiting a customer to one deposit advance per month, 
banks were concerned customers would have been encouraged to take a larger amount than was 
needed “just in case,” which would have resulted in higher overall costs. 

For these reasons, the CBA strongly encouraged the FDIC and OCC to withdraw its guidance 
and to work with the industry on a practical solution - to build a foundation to fully support 
short-term lending needs. Though there are some positive signs of economic recovery in the 
U.S., unfortunately a large number of Americans have yet to feel the positive impact. According 
to the American Payroll Association, in data released on March 26, 2014, more than two-thirds 
of Americans stated they live paycheck to paycheck. Sixty-eight percent of survey respondents 
said it would be “somewhat difficult” or “very difficult” if their paychecks were delayed just one 
week. Limiting banks’ ability to serve the small dollar loan market leaves consumers with more 
costly alternatives and will drive them out of the regulated financial services industry. Because 
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of this, they will ultimately face the prospect of further late payments, nonsufficient funds and 
returned check fees ultimately driving up the costs. 

CBA members also have seen regulations limiting consumer choice in the area of providing 
student loans. Congress decreed in 2010 that, despite the fact that most colleges preferred the 
bank-based guaranteed loan program, it would replace that program with a direct government 
loan system. Today, the federal government’s Direct Loan Program makes up about 93 percent 
of all loans to college students and their parents. The remaining, relatively tiny, private student 
loan business, despite being small, is highly regulated in ways that are often excessive and 
costly. 

Banks must make 16 distinct disclosures to borrowers three separate times before originating a 
private student loan. Bank lenders also are subject to scrutiny by both their prudential regulators, 
such as the OCC or FDIC, and the CFPB, which has special authority to supervise all student 
loan programs no matter how small on behalf of consumers. This is a major administrative 
burden for banks. 

Private .student loans are borrowed for various reasons, usually to supplement federal student aid, 
but sometimes because borrowers simply would prefer not to be in debt to the 
government. These loans make higher education possible for thousands of students every 
year. Despite the fact that only a few banks participate in student lending in a major way, and 
the volume of private student loans is tiny compared to federal student loans, private lenders are 
often incorrectly perceived as the cause of the student loan debt problem. It is an absurd 
position, given that the government has 93 percent of the student loan market. 

Banks answer with facts; the performance of private student loans is exemplary, with 
delinquency rates by the major lenders hovering in the three percent range. But the potential for 
negative publicity is such that despite the performance of private loan portfolios, the small size 
of the remaining private loan marketplace, and the duplicative regulation of the business leaves 
banks wondering if it is worthwhile to continue. 

Bank behavior and impact on consumer options going forward on a number of issues is still yet 
to be determined based on either recent regulatory guidance or by rules yet to be written. 
Specifically: 

• Only time will tell how the QM mortgage rules will impact the non-QM market. 

• The CFPB’s approach to supervising and enforcing the indirect auto finance industry has 
raised numerous questions about how to price loans and monitor for fair lending 
compliance. 

• Section 1071 of the Dodd-Frank Act amends the Equal Credit Opportunity Act (ECOA) 
to create a HMDA-like set of requirements for small business credit applications. While 
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no rules have been promulgated to date, the statutory provisions as written would have a 
significantly negative effect on small business lending. 

CBA’s members stand ready to work with the prudential regulators to find practical solutions to 
balance consumer protection with responsible access to credit for our customers. 

We appreciate the opportunity to comment on today’s hearing. 


CB\ 


Sincerely, 

Richard Hunt 
President and CEO 
Consumer Bankers Association 
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Chairman Hensarling, Ranking Member Waters and Members of the Committee, CBA, 
CUNA, EFTA, ETA, ICBA, NAFCU, and TPPPA appreciates the opportunity to submit this 
statement for the record for the Committee’s hearing, “Who’s In Your Wallet: Examining How 
Washington Red Tape Impairs Economic Freedom.” 

Consumer Bankers Association (CBA) 

The Consumer Bankers Association is the only national financial trade group focused 
exclusively on retail banking and personal financial services — banking services geared toward 
consumers and small businesses. As the recognized voice on retail banking issues, CBA provides 
leadership, education, research, and federal representation for its members. CBA members 
include the nation’s largest bank holding companies as well as regional and super-community 
banks that collectively hold two-thirds of the total assets of depository institutions. 

Credit Union national Association (CUNA) 

The Credit Union National Association (CUNA) is the largest national trade association in the 
United States serving America's credit unions. The not-for-profit trade group is governed by 
volunteer directors who are elected by their credit union peers from across the nation. With its 
network of affiliated state credit union associations, CUNA serves America's nearly 7,000 credit 
unions, which are owned by more than 98 million consumer members. 


Electronic Funds Transfer Association (EFTA) 

Now in its 4* decade, the Electronic Funds Transfer Association (www.efta.org ) is a 
professional association dedicated to the advancement of electronic payments and commerce. Its 
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objective is to inform debate over the consumer, business and policy implications of new and 
existing payments technology. It does this through public outreach to Congress, the 
administrative agencies, regulators, consumers and the media. 


Electronic Transactions Association (ETA) 

ETA is an international trade association representing companies that offer electronic 
transaction processing products and services. The purpose of ETA is to help the businesses 
acquiring industry by providing leadership through education, advocacy, and the exchange of 
information. ETA’s membership spans the breadth of the payments industry, from financial 
institutions and transaction processors to independent sales organizations and equipment 
suppliers to businesses. More than 500 companies worldwide are members of ETA. 
www.electran.org 


Independent Community Bankers of America (ICBA) 

The Independent Community Bankers of America® (ICBA), the nation’s voice for nearly 
7,000 community banks of all sizes and charter types, is dedicated exclusively to representing the 
interests of the community banking industry and its membership through effective advocacy, 
best-in-class education and high-quality products and services. 

ICBA members operate 24,000 locations nationwide, employ 300,000 Americans and hold $1.3 
trillion in assets, $1 trillion in deposits and $800 billion in loans to consumers, small businesses 
and the agricultural community. For more information, visit www.icba.org. 
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National Association of Federal Credit Unions (NAFCU) 

The National Association of Federal Credit Unions is the only national organization that 
focuses exclusively on federal issues affecting credit unions, representing its members before the 
federal government and tlie public. NAFCU member credit unions collectively account for 
approximately 69 percent of the assets of all federally chartered credit unions. 


The Third Party Payments Processors Association (TPPPA) 

The Third Party Payments Processors Association (TPPPA) is a national not-for-profit 
industry association representing and promoting the interests of the payment processors, their 
financial institutions and their merchants. TPPPA advocates on behalf of its members to the 
industry and government, educates its members on the latest rules and regulatory updates, and 
provides comprehensive tools to support operational excellence and integrity in payments. To 
learn more about the TPPPA, visit the website ww.tpppa.org. 
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We write to express our concerns with the Financial Fraud Taskforce’s initiative 
“Operation Choke Point.’’ We fully support the federal government’s role in fighting fraud and 
ensuring the integrity of markets, but we are concerned that Operation Choke Point’s broad and 
overly aggressive enforcement tactics undermine its effectiveness and create serious risks to 
consumers and the economy. First, Operation Choke Point is imposing ill-considered and costly 
mandates on payment systems, which will ultimately result in higher prices and reduced services 
for consumers. Second, Operation Choke Point threatens to close access to the financial system 
to law-abiding businesses, because the mere prospect of an enforcement action is sufficient to 
cause financial institutions to restrict access to their payment systems to only established 
companies that present low risks. While preventing fraud is a top concern, it needs to be 
balanced with ensuring that businesses and consumers that operate in accordance with applicable 
laws can still access payment systems. Finally, the disruption of commerce caused by Operation 
Choke Point could have adverse economic consequences, especially for the growth of e- 
commerce. Online businesses are more likely to have business models that Operation Choke 
Point would view as risky (even though they arc lawful businesses). As a result, they are more 
likely to be restricted from accessing payment systems out of an overabundance of caution, even 
if they have adequate and balanced controls to mitigate this higher risk. Accordingly, Operation 
Choke Points, if left unchecked, could seriously deter the natural growth and development of e- 
commerce and stifle future economic growth. 
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We believe that a better approach is to permit the payments industry to carry-out its ongoing 
efforts to strengthen practices and technologies aimed at protecting consumers from 
unscrupulous businesses. We support industry efforts to strengthen internal controls or processes 
for institutions that provide payment processing services for customers engaged in higher-risk 
activities. These should include risk assessments, due diligence to determine if customers are 
operating in accordance with applicable law, and ongoing systems monitoring . Regulators and 
law enforcement should not prohibit or discourage these institutions, regardless of their size, 
from serving these customers provided adequate and balanced controls are in place. 


* * * 

We would like to thank the Committee for this opportunity to present this statement for 
the record on this important topic. If you have any questions about this statement or the issues 
discussed, please contact the respective trade associations. 
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1. Overview 

The Community Financial Services Association of America {“CFSA") was formed in 1999 to promote 
laws and regulations that protect consumers while preserving access to credit options and to sup- 
port and encourage responsible practices within the payday loan industry. CFSA's member compa- 
nies represent more than half of all ti-aditional payday loan storefronts across the country, in more 
than 30 states. Our members provide payday loans to more than 19 million households, as well as a 
wide range of other financial products and services, including bill payment, check cashing, install- 
ment loans, prepaid debit card.s, and tax preparation services. 

Our members’ storefront locations put us in the heart of many financially underserved communi- 
ties. CFSA members are heavily regulated at the federal level and in the individual states where 
they operate. Additionally, to serve our customers responsibly, CFSA has developed a set of 13 Best 
Practices that begin with compliance with all applicable state and federal laws (See Attachment A 
for a list of these Best Practices). They cover everything from advertising to collection practices. 

Our members hold themselves to a higher standard, and we believe that these practices differenti- 
ate our members from other providers in the short-term credit industry. 

CFSA appreciates that the Committee is examining how regulatory red tape impairs economic 
freedom in tire United States. Right now the payday lending industry is an example of how 
regulatory overreach can harm both businesses and consumers. The Department of Justice ("DOl"), 
in concert with the federal banking regulators is carrying out a program called "Operation Choke 
Point," whose effort, intended or not, cuts off acces.s to basic banking services for payday lenders. 
Originally this program was described as an attempt to prevent illegal bad actors from accessing 
the U.S. banking system, an effort CFSA supports. However, Operation Choke Point has gone well 
beyond attempting to keep fraud and abuse out of the banking system and appears to be an effort to 
prevent all payday lenders from having banking relationships, even those that are legally state 
chartered and licensed. 

CFSA has very serious concerns about the profound detrimental impact on legitimate, law-abiding 
payday lenders and their customers caused by Operation Choke Point Operation Choke Point is a 
coordinated federal effort to prevent fraudulent actors from accessing the banking and payments 
system that has caused many payday lenders and other targeted industries that are operating in full 
compliance with all applicable federal and state laws to lose their banking and automated clearing 
house (“ACH") business relationships. This federal initiative does not distinguish between financial 
fraudsters and legitimate businesses, such as payday lenders, that are operating legally, in 
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compiance with all applicable state and federal laws and regulations. It appears that Operation 
Choke Point has extended its aim beyond bad actors, and has taken aim at lawliil products and 
services that regulators dislike. The breadth of Operation Choke Point extends throughout the 
nonbank financial services industry to numerous legitimate businesses that offer alternative 
consumer credit options, including payday loans, and has even affected totally unrelated industries 
that regulators similarly dislike. This federal initiative is an inappropriate exercise of regulatory 
authority. 

Of great concern to CFSA, this initiative is expanding aggressively with no apparent regard for the 
serious negative effects on consumer choices of responsible financial products and consumer 
access to credit options. For nearly 40 million underbanked consumers. Operation Choke Point is 
limiting choices among responsible financial products, particularly for short-term, small-dollar 
credit 

An American Banker article published on March 17, 2014 posed questions about whether these un- 
tested regulatory changes, which are being experimented with on an "economy still struggling to 
return to normality,” are affecting consumer's access to credit (See Attachment B 1.^ The article 
asked, "The bank regulatory system has traditionally relied on the professional regulation of finan- 
cial institutions, operating as much as possible beyond the realm of political allegiance. But will this 
continue to be the case given the new and broader roles being played by the DO], CFPB, Treasury 
and FSOC?” 

A subsequent American Banker article published by William Issac, former chairman of the FDiC, on 
March 21, 2014, also expressed concerns about Operation Choke Point (See Attachment Cl .z Issac 
states, "History teaches that when government bureaucracies try to direct economies, stifled crea- 
tivity, distorted markets and low economic growth are inevitable results. One of the easiest and 
most insidious ways for bureaucrats to control the U.S. economy is through the banks, directing 
who gets - and who can't get - loans and other essential banking services. That's happening today, 
and it ought to alarm and frighten all of us.” 

Our association has numerous examples of how Operation Choke Point has adversely impacted 
licensed and legally compliant members. This widespread federal attack on the payday lending 
industry is hurting CFSA members, countless other businesses and industries, and the customers 
who rely on these lawful products. If Operation Choke Point is allowed to continue on its current 
path, the precedent that it will create - that government regulators may secretly work to thwart 
lawful businesses and the customers they serve, without according them any transparency or other 
due process rights - is extremely concerning to say the least. 


11. Background of Operation Choke Point 

The features of Operation Choke Point have unfolded over time through a series of articles about 
the government's actions, a training presentation and reports from industry, in late summer 2013, 


' Thomas Vartanian, How Many Bank Supervisors Do WeNeed^, March 17, 2014, available at 

http://www.americanbanker.com/barikthink/how-nianY-bank-suDervisor5-do-we-need-106628 6-f,html 

^ William Issac, DOJ's 'Operation Choke Point’: An Attack on Market Economy, March 21, 2014, available at 

htlp://www.americanbanker.confhankthink/dois-operation-choke-t)oint-an-attack-on-market-econoniY-106 6421- 

l.htmi 


2 



206 


the payday lending industry learned that the Financial Fraud Enforcement Task Force (part of DOJ], 
the Federal Deposit Insurance Corporation ("FDIC”), the Office of the Comptroller of Currency 
("OCC"), and potentially other regulators secretly began working together to pressure community 
banks and third party payment processors to reconsider use of ACH for online payday lenders. This 
coordinate interagency initiative, labeled Operation Choke Point, is being run for the stated purpose 
of limiting fraudulent activity in the financial system. 

This initiative became widely known about on August 7, 2013, when the Wall Street Journal first 
reported that the government had issued subpoenas to banks and other companies that handle 
payments for an array of financial products as part of the ramp-up of investigations (See 
Attachment D1 .^ A subsequent American Banker article reported on March 27, 2014 that under Op- 
eration Choke Point, the DO] had sent subpoenas to more than 50 banks and payment processing 
firms (See Attachment El .* 

Although the DO| alleges that its inquiries are only for the purpose of learning information about 
bad actors engaged in financial fraud and deception^, dozens of legally-compliant, licensed busi- 
nesses, including many payday lenders, have lost ACH access to the pajmients system, and have had 
their relationships with banks terminated as a result of this initiative. It is becoming increasingly 
apparent that the DOJ is sending subpoenas, and that other federal regulators are taking actions, 
with the intent of pressuring banks to terminate all business relationships with payday lenders. 

On September 17, 2013, the lead prosecutor for Operation Choke Point, a trial attorney in the DOJ’s 
Consumer Protection Branch, confirmed many of the concerns of bias against the industry when he 
briefed a meeting of bank examiners on the program’s efforts. He outlined the plan to cut off au- 
thorized and unauthorized access to the payment systems before even investigating evidence of 
consumer fraud during a training presentation sponsored by the Federal Financial Institutions Ex- 
amination Council f.See Attachment F l.^ According to this presentation. Operation Choke Point has 
had "collateral benefits" regarding Internet payday lending.’ 

CFSA, of course, fully supports efforts to eliminate illegal operators and bad actors from the mar- 
ketplace. It is, however, extremely problematic that these federal agencies, many of which do not 
have regulatory authority over payday lending product, are engaged in efforts which are having the 
effect of chilling access to credit for millions of consumers. It is also problematic that federal agen- 
cies are targeting a financial product that has been enacted i nto law by state governments, at the 
request of their constituents. This raises serious questions about the overreach of government. 


’ Alan Zibel and Brent Kendall, Probe Turns Up Heat on Banks, August 7, 201.3, available at 
http://online.wsi .coni/news/articles/SB 1 000 1 42412788732383820457865441 1 0430Q0772 
" Kevin Wack, Fed, OCC Get Flak from Capitol Hill over Targeting of Online Lending, March 27, 2014, available 
at httD://www.americanbanker.coni/issues/l79 bO/fed-occ-take-flak-lrom-caDitol-hill-over-online-lending-Drobe- 
1066547-1. html 

^ Alan Zibel and Brent Kendall, Probe Turns Up Heat on Banks, August 7, 2013, available at 
httD://online.wsi.com/news/articies/SB 1 000 1 4241 278873238382045786544 1 1 043000772 
’ Michael Benardo, Joel Sweet, Jennifer IjRoche, Third Party Payment Processors: Relationships, Guidance, and 
Case Examples, (September 17, 2013) available at httD://www.iTiicrobilt.con]/communications/FDlC-OCC-DOJ- 
Presenta ti on%289 1 7 1 3%29.Ddf 
’’Id. 
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HI. Overreach of Federal Regulators into the Payday Lending Industry 

Pursuant to Dodd-Frank Wall Street and Consumer Protection Act of 2010 ("Dodd-Frank Act"), the 
Consumer Financial Protection Bureau ("CFPB") has supervisory, regulatory and enforcement 
authority over the payday lending industiy.® The Federal Trade Commission (“FTC") also has some 
enforcement authority over the payday lending industry (See Attachment G for a discussion of fed- 
eral regulatory authority for payday lending). 

The CFPB and the FTC are the only federal regulators that Congress has given direct authority to 
regulate the payday lending industry. Yet under Operation Choke Point, other federal regulators 
(including, for example, the OCC, FDIC, and DOJ) are improperly exerting their power to effectively 
regulate payday lenders by pressuring other financial institutions into undertaking action detri- 
mental to the payday lending industry, and they are doing this with respect to payday lenders who 
are fully compliant with all applicable law. This regulatory overreach, described in greater detail 
below, is unwarranted and unjustified. 


IV. Operation Choke Point Effects on Consumers and Industry 
A. ACH Access 

Even before first learning about Operation Choke Point, many different CFSA members had 
informed the association that they had received notice that their ACH processors were ceasing to do 
business with them. Additionally, CFSA received numerous reports from members about federal 
bank examiners, who either directly or by implication, insinuated that conducting business with 
licensed and regulated payday lenders is a bad business practice. 

As an example, in early fall 2013, a CFSA member’s ACH processor informed it that the originating 
depository financial institution ("ODFl'') used to process its .storefront transactions had decided to 
cease processing ACH transactions for payday lenders as a result of suggestions made by its federal 
regulators. The CFSA member company was given only three weeks to replace the ODFl, which it 
was unable to accomplish in that timeframe. While the company has since established a new rela- 
tionship, their business was significantly disrupted as a result of the ODFl's decision, which was 
based on its regulator’s suggestion. This is just one of many different examples CFSA has learned of 
about a state-licensed and legally compliant lenders losing ACH access due to pressure received 
from banks. 

As a result of the reports of a “whisper campaign" targeting the industry, 31 members of Congress 
sent a letter to FDIC Chairman Martin Gruenberg and DO] Attorney General Eric Holder (See 
Attachment H I The letter stated, 

“We are especially troubled by reports that the DO| and FDIC are intimidating some 
community banks and third party payment processors with threats of heightened 
regulatory scrutiny unless they cease doing business with online lenders. As a result, many 
banks and payment processors are terminating relationships with many of their long-term 
customers who provide underserved consumers with short-term credit options." 


12U.S.C. 5514(a)(1)(E). 


4 



208 


In part, in response to this questioning from lawmakers, the FDIC issued a letter’on Sept. 27, 2013, 
clarifying its policy and supervisory approach related to payment processing relationships with 
merchant customers (See Attachment 11 . In this letter, the FDIC stated that institutions which 
correctly manage their third-party relationships, "are neither prohibited nor discouraged" from 
processing payments for legal entities and that, "those that are operating with the appropriate 
systems and controls will not be criticized for providing payment processing services to businesses 
operating in compliance with applicable law." Despite this written assurance from the FDIC, legally 
compliant businesses have in fact continued to lose ACH access under pressure from regulators. 

B. Termination of Banking Relationships 

In the wake of Operation Choke Point, CFSA has learned of numerous examples of banking institu- 
tions terminating their business relationships with dozens of their payday lending clients, who are 
operating in full compliance with applicable law. Some of these banks specifically noted their con- 
cern that working with payday lenders was receiving heightened scrutiny from prudential regula- 
tors. In other instances, the banks specifically cited “reputational risk" and "safety and soundness" 
as the bases for termination of business relationships with payday lenders. In most cases, however, 
these banks provided little to no detail or explanation regarding the reasons for the termination. 
Some banks merely stated that the decision had been made, citing no rationale for the decision or a 
vague reference to risk. 

The prudential regulators have maintained, and continue to maintain, that bank customers should 
not be turned away after appropriate due diligence reveals their compliance with iaws.i“ Nonethe- 
less, it is clear that the official position of the prudential regulators is not being followed in fact. In- 
stead banks are being "encouraged" to sever their relationships with all payday lenders. A number 
of CFSA members have been directly affected, and have lost their banking relationships, despite the 
fact that they are operating legally, with a license, and in compliance of all state and federal laws 
and have had a long-term relationship with the banks. This outcome has significant negative conse- 
quences for both the payday lending industry and the customers who they serve. 

Attachment! contains a list of some of the banking institutions that CFSA has learned have severed 
their relationships with payday lenders. This list is not an exhaustive list of all banks affected by 
Operation Choke Point, since it is our understanding that many other industries and participants in 
the nonbank financial services industry have likewise had their banking and ACH relationships 
terminated. 

Below are several direct examples of CFSA member companies who have been negatively affected 
by Operation Choke Point. Some of the examples do not identify the CFSA member by name out of 
respect for the company’s understandable fear of additional adverse consequences. 


’ FDIC Financial Institution Letter, FIL-43-20I3, Supervisory Approach to Payment Processing Relationships With 
Merchant Customers That Engage in Higher-Risk Activities, September 27, 2013 available at 
httD://www. fdic.gov/news/news/financiai/2013/fil 13043. pdf 
See Comptroller Ihomas J. Curry, Comments Before the Association of Certified Anti-Money Laundering Spe- 
cialists (March 1 7, 2014). (“You shouldn’t feel that you can’t bank a customer just because they fall into a category 
that on its face appears to carry an elevated level of risk. Higher-risk categories of customers call for stronger risk 
management and controls, not a strategy of total avoidance. Obviously, if the risk posed by a business or an individ- 
ual is too great to be managed successfully, then you have to turn that customer away. But you should only make 
those decisions after appropriate due diligence.”) Available at http://www.occ.gQv/news - 


5 



209 


Example 1 - Check Into Cash 

Creditcorp (Check Into Cash) has had a longstanding relationship with a number of large na- 
tional, regional and community banks. Until last year, the company maintained a syndicated 
credit facility comprised of approximately six banks. It also maintained depository services, 
bank branch services and other banking services with many banks throughout the country. 

Rank of America - Check Into Cash did business with Bank of America for 20 years and used 
over 250 of their bank branches. On March 19, 2013, Bank of America informed Check Into 
Cash it would not renew its loan credit commitment when Check Into Cash's bank credit fa- 
cility expired in 2015. During the March 19 discussion, the Bank of America representative 
indicated that this was only a credit decision and it did not impact Check Into Cash's treas- 
ury relationship utilizing its bank branches and other services. Later in the year, however. 
Check Into Cash received a letter dated October 30, 2013 stating that Bank of America was 
terminating all banking services. 

IP Morgan Chase & Co - On September 25, 2013, a representative contacted Check Into Cash 
stating that it too was terminating their banking relationship. The company received a letter 
dated November 12, 2013 confirming the bank's decision to close their accounts. The com- 
pany had conducted business with ]P Morgan Chase for 16 years. 

Fifth Third Bank - Check Into Cash conducted business with Fifth Third for 19 years. The 
bank had been in Check Into Cash’s bank credit facility. Check Into Cash banks with its 
branches and utilizes other banking services. Most recently. Fifth Third has been testing its 
safe recycler product in approximately 20 of the Check Into Cash locations, with plans to 
expand this to other centers. The bank also has been promoting the recycler program as 
treasury solution for Check Into Cash centers and a significant opportunity to expand the re- 
lationship with it. On March 5, 2014, Check Into Cash received a letter statingthat Fifth 
Third Bank would be terminating the relationship. 

All three of these banks indicated that the reason for closing the accounts was tied to pay- 
day lending. Since the company provides various other financial services such as short term 
installment loans, title loans, check cashing, etc., it asked if subsidiaries offering loans and 
services other than payday loans could continue to do business with the banks. The re- 
sponse was that as long as any subsidiary of the parent company offered payday loans, the 
bank would not conduct business with any member of the consolidated group. Check Into 
Cash asked one of the banks if it was continuing to provide banking services to companies 
that offer title loans and do not have payday business, and the response was affirmative. 

The representative indicated that the bank's decision was based on the payday loan offer- 
ing. 

Example 2- CFSA Member Company A 

The CFSA member company operates in 28 states, with over 1200 storefront locations. 
Among the products offered are payday advances, check cashing, installment loans, and title 
loans. The company had banking services terminated by four different banking institutions 
since December 2013 with very little reason provided. 


BBVA Compass Banc.shares - The bank terminated its relationship in December 2013. The 
company was told by the bank that they are no longer servicing the payday lending indus- 
try, providing no other specific reasons. This affected retail storefront accounts. 
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Rank of America - The bank terminated its relationship in December 2013. The company 
was told by the bank that it was ceasing to do business with the industry to avoid reputa- 
tional risk and compliance issues, but it provided no more specific reasons. This affected re- 
tail storefront accounts. 

IP Morgan Chase and Co - The bank terminated its relationship in February 2014. The CFSA 
member was told by the bank that it was ceasing to do business with the industry to avoid 
reputational risk and compliance issues, but provided no more specific reasons. This affect- 
ed retail storefront accounts. 

Fifth Third Bank - The bank terminated its relationship in March 2014. The CFSA member 
was told by the bank that it was ceasing to do business with the industry to avoid reputa- 
tional risk and compliance issues, but provided no more specific reasons. The termination 
affected corporate accounts, retail storefront accounts, centralized returns, and the compa- 
ny’s ACH processor. 

Bank of California /ORCC - In September 2013, the company was informed by its card pro- 
cessing company that it could not continue to service payday lenders due to the unwilling- 
ness of its bank. 

There are several additional examples of card processors declining to, or being unable to 
participate in requests for proposals due to either the card processor’s or its partner bank’s 
unwillingness to work with a company that operates in or does business with the payday 
lending industry. 

Example 3- CFSA Member Company B 

The CFSA member company is a lender for over 750 storefront locations. It has had two dif- 
ferent banks terminate business relationships. 

PNC Bank - The CFSA member has had 18 accounts terminated, with no specific reason 
provided for the termination. The bank just indicated that it was industry-related; no letter 
was provided. 

Huntington Bank - The CFSA member has had 38 accounts terminated, with no specific rea- 
son provided for the termination. The bank just indicated that it was industry-related; no 
letter was provided. The company was only given 30 days’ notice before the termination 
became effective. 

The member company strongly believes that the termination was due to Operation Choke 
Point. It stated that it has been difficult on the company, but even more difficult on the cus- 
tomer because the company has had to use banks that are not within a close proximity to 
stores. Therefore, if the customer needs to cash the check, it becomes more difficult to find a 
bank location. 


Example 4- CFSA Member Company C 

A CFSA member company received terminations by five different banks in just one month 
this year. Each bank independently informed the member that the service terminations 
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were due to the result of pressure from its prudential regulator on the basis of reputational 
risk associated with the payday loan industiy. The banks, Synovus Bank, Fifth Third Bank, 
Hancock Bank, Whitney Bank, and Umpqua Bank, had provided critical treasury manage- 
ment banking services to the member. The CFSA member had enjoyed good, long-standing 
business relationships with all of the banks. Three of the bank relationships had been in 
place for well over a decade. 

The CFSA member’s operations, performance and compliance programs had been more 
than satisfactory to these banks and the member had been in continuous communication 
with its banks about the reported heightened regulatory scrutiny of bank relationships v«th 
payday lenders. The member was surprised by the notices of termination since it had actu- 
ally received assurances from two of the banks that, as one bank stated, “We were doing 
everything right." 

This member depended on treasury management banks for access to payment, deposits, 
and ACH systems and networks, payroll processing, and other commercial treasury ser- 
vices. The terminations of these relationships disrupted the member’s provision of credit 
and other services to consumers. The CFSA member believes it is clear that in accordance 
with Operation Choke Point, the prudential regulators are pressuring banks to terminate 
payday lenders’ access to the banking system. Furthermore, it believes that regulators are 
not differentiating between those who operate in accordance with the law and those who do 
not. 

Example 5- C FSA Member Company D 

This CFSA member operates in seven states, with approximately 50 storefront locations. 

The products it offers include payday advance loans and check cashing. Its banking relation- 
ships were terminated by two different banking institutions in 2014 with very little reason 
provided. 

Fifth Third Bank - The CFSA member had over a decade of business relationships which ac- 
counted for approximately $250,000 a year. It received a termination letter from Fifth Third 
earlier this year that stated that "services provided by clients in this industry are outside of 
our risk tolerance." This termination affected nearly 30 bank accounts. The member has not 
been provided additional information or a further rationale for the termination. 

Wells Fargo - The CFSA member had a long-time business relationship with Wells Fargo. It 
received termination letters from the bank earlier this year that terminated three different 
accounts, both deposit accounts and treasury management (ACH origination) services of 
those accounts. In a letter, the bank’s explanation for termination was, 

Wells Fargo performs ongoing reviews of its account relationships in connection 
with the Bank’s responsibilities to oversee its banking operations. After careful re- 
view, a business decision has been made to close your account(s) referenced above 
and terminate all related Treasury Management services (e.g. ACH origination ser- 
vices) associated with the above accounts. 

The member has not been provided additional information or a further rationale. The 
member has clearly suffered financial burden by having to locate new banking institutions 
that can and will provide the services it needs. 
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Rxample 6 - CFSA Member Company E 

Rank of America - The CFSA member lost its clearing and currency funding banking rela- 
tionship with Bank of America. This covered 90 percent of its U.S. store network. The 
member’s relationship with Bank of America originated with the founding of the company 
in the late 1990s. The member was given no advance notice, and the letter it received pro- 
vided 90 days-notice. 

Example 7 -CFSA Member Company F 

Bank of America - In late November 2013, Bank of America notified this member that it 
would cease to conduct business with any payday lenders as of December 31, 2013. Since 
January, Bank of America has closed the company’s accounts and they are currently operat- 
ing without local banking because they have been refused service by several financial insti- 
tutions 

Example 8 - CFSA Member Company G 

Bank of America - The CFSA Member had a long standing relationship with Bank of Ameri- 
ca, which was recently terminated. The member was told by Bank of America that it was no 
longer going to work with payday lenders because of compliance concerns. This member 
primarily offers installment loans and title loans, a fact that was shared with Bank of Ameri- 
ca. Bank of America still insisted on ending the banking relationship. Furthermore, it also 
closed an operating account with a management entity that does not, and never has, offered 
any loan products. 

Example 9 - CFSA Member Company H 

Bank of America - The CFSA member company was given verbal notification two-months 
ago that Bank of America was "exiting the payday advance business,” and would be closing 
its nine business checking accounts sometime in the next three to six months. The CFSA 
member has had difficulty finding another bank to take over the nine accounts. 

Example 10 - CFSA Member Company 1 

Huntington National Rank - The CFSA member company received a termination notice in 
May 2013. The member was told by the bank that they could not, “further discuss why Hun- 
tington has chosen to dissolve all banking relationships with payday lenders.” However, the 
CFSA member believes it was related to Operation Choke Point. 

These are just a sample of the statements and testimonials that CFSA has learned from its member- 
ship and others in the payday lending industry. CFSA continues to learn of more ACH and bank ter- 
minations each week. 


V. Capitol Hill Interest 

In January 2014, the Chairman of the House Committee on Oversightand Government Reform, Dar- 
rell Issa, sent a letter to Attorney General Eric Holder expressing concerns about whether the DOJ is 
targeting businesses that are in compliance with applicable laws - such as online payday lenders - 
rather than actual fraudsters or scammers. Furthermore, Chairman Issa has communicated his in- 
terest in holding a hearing in the Committee on Oversight and Government Reform to address some 
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of the questionable tactics of the coordinating agencies (See Attachment Kf . However, on February 
13, a group of Democratic lawmakers urged the DOJ to continue oversight of the payday lending 
industry. Senator Jeff Merkley and Representative Elijah Cummings, along with 11 additional Mem- 
bers of Congress, sent a letter to Attorney General Eric Holder requesting that the DOJ continue to, 
"Crack down on banks and third-party pasnnent processors that facilitate financial scams and pred- 
atory payday lending."!! 

In March 2014, during a Senate Banking Committee hearing Sen. David Vitter and others discussed 
Operation Choke Point. Senator Vitter stated, 

"...I am very concerned that this has expanded to an overall effort to shut down that entire 
industry, whether folks are following the rules or not and 1 have heard many documented 
examples of that, that really raise my concern...l've talked to a number of banks who've said 
their regulators are coming in and telling them not service folks in that sector.'’!2 

Further, Senator Vitter submitted emails from banks to customers terminating relationships, one of 
which stated that their only issue was the "space within you operate” (See Attachment L for more 
information about discussion of Operation Choke Point in Congressional hearings).!^! 


VI. Conclusion 

CFSA is extremely concerned about the adverse consumer and business impacts of Operation Choke 
Point. The association promotes laws and regulations that protect consumers while peserving their 
access to responsible credit options. CFSA supports and encourage responsible payday advance 
industry practices. We believe that consumers who want and need the payday lending product are 
being denied the right to choose their own financial service products based on their individual cir- 
cumstances. A national public opinion survey conducted by Harris Interactive found that the great 
majority of borrowers feel that payday loans offered by regulated, lawfully operated storefront 
lenders are an important and valuable credit option that helps them overcome financial shortfalls, 
with 95 percent of those surveyed saying they value the option of taking out a payday loan (See At 
tarhment M for the new national survey conducted by Harris Interactive about consumer demand 
for the payday lending product). 

We are also concerned that Operation Choke Point facilitates federal agency actions that are unwar- 
ranted and unjustified. Going forward, it is imperative that every effort should be made to differen- 
tiate fraudulent actors from legitimate, law-abiding businesses such as CFSA's members. 

As CFSA explained in a letter to FDIC Chairman Gruenberg, broad regulatory actions that have the 
effect of limiting available banking services hurt both consumers and the small businesses that offer 
them short-term, small-dollar credit products. This is extremely problematic for many consumers 


‘ ^ Senator Jeff Merkley Press Release, Bicameral Group of Members Urge DOJ to Crack Down on Consumer 
Scams, Feb. 26, 2014, available at httn://vy\vw.merklcv.senale.gov/newsroottypress!release/?id=b3e03840-962a- 
493b-97a9-6a58a5866b01 

United States Senate Banking Committee, Are Alternative Financial Products Serving Consumers? Hearing, 
March 26. 2014, available at 

http:// www.bankin g .senate.gov/Dublic/in de x.cfm?Fus e Action=Hearings.Hearing&He aring l D=3fdcfbbe- 9681- 
4a6d-83e5-5dlace44289c 
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who already must deal with a tight economy and constricted credit market (See attachment N for 
CFSA letter to the FDIC], 

CFSA asks that Congress fully examine the implications of Operation Choke Point for payday lend- 
ers, consumers and federal policy. It is essential that payday lenders are given notice of laws, regu- 
lations, and other federal mandates that affect their right to operate a legally compliant business. 
The over 19 million consumers who want and need short-term, small-dollar loan products, and our 
member companies and their hundreds of thousands of employees, must be free to choose to par- 
ticipate in a transparent marketplace that supports the entire spectrum of credit needs. 

CFSA respectfully requests that the Congress seek assurances from the federal agencies involved in 
Operation Choke Point that examiners have not been instructed to pressure banks, and that it is not 
the goal of the DO], FDIC, OCC, or other federal agencies, to explicitly or implicitly require banks to 
sever relationships with payday lenders and other businesses that are in compliance with all appli- 
cable laws. 

The experience of CFSA’s members suggests that Operation Choke Point is resulting in termination 
of a substantial number of banking relationships with payday lenders. We ask that Congress take all 
appropriate action with respect to Operation Choke Point to remedy this unfortunate situation. 

Regulation of the payday lending industry should proceed with all due process, notice and oppor- 
tunity for comment accorded other regulation. The Dodd-Frank Act mandated no less. Regulation 
should be transparent, not carried out in secret, with back room pressure exerted on financial insti- 
tutions in order to thwart the operations of a lawful industry and the customers that it serves. 


11 



215 


Community Financial Services Association of America 
Statement for the Record 
House Financial Services Committee 

"Who’s In Your Wallet; Examining How Washington Red Tape Impairs Economic Freedom" 

Attachments 



Attachment N - CFSA Letter to FDIC 
Attachment O - CFSA Letter to CSBS re: ACH 
Attachment P - Other Relevant Articles 



216 



CommunityChoice 

William E. Saunders financial 

Chief Executive Officer 
DtRECTDlAL: (614)760-2665 
Email: tsaunders@cdl.com 


April 2, 2014 


The Honorable Jeb Hensarling, Chairman 
Financial Service Committee 
House of Representatives 
2129 Rayburn House Office Building 
Washington, DC 20515 

Re: The Committee’s Request for Comments Concerning the 

Consumer Financial Protection Bureau <" CFPB ”I 

Dear Chairman Hensarling: 

Thank you for the opportunity to submit these comments, I am the Chief Executive Officer of a business 
with over 3,200 associates that provides retail financial services to working-class Americans, We have 
grown from humble beginning, starting more than 20-years ago with a few retail locations in Central 
Ohio and a relationship with one state chartered bank, a relationship that continued until we received a 
recent and unexpected notice of its termination a few weeks ago. 

From our humble beginning. Community Choice Financial Inc. ("CCFI") has grown to operating 516 retail 
locations in 15 states as of the end of FY 2013. In addition, CCFI has an internet presence, which 
provides services to consumers across 24 states. In FY 2013 CCFI generated $439 million in revenue. 
Duringtheyear it cashed $2.8 billion in checks and provided over $2 billion in short-term consumer 
loans. CCFI is a registrant with the Securities and Exchange Commission and has $395 million in publicly 
traded bonds. CCFl's subsidiary companies are state-licensed and regulated and CCFI has made a 
considerable investment in systems that ensure compliance with both state and federal laws. 

As noted above, CCFI has enjoyed long-standing relationships with banks and a number of payment 
processors over its 20-year lifespan. A standard element of these relationships included such 
institutions conducting periodic reviews of CCFl's compliance systems and procedures so that they were 
confident of sound compliance and business practices. Regardless of their level of confidence in CCFI, 
these banks and payment processors have informed us that they have been forced to terminate their 
relationship with us. While always prefaced with the bank's or processor's expressed desire to continue 
the relationship and complements about our robust compliance systems, the reasons for termination 
have ranged from, "we are exiting the small dollar lending space in total," to "we cannot work with 
internet lending operations," to "our regulators have informed us we need to exit." The official 
explanations are often opaque, followed by personal communication regarding regulatory pressure 
related to banks and payment processors providing services to small-dollar, short-term lenders and the 
forced institution-wide decision to end the relationship with all similar lenders. 

As you have correctly recognized this excessive and unprecedented regulatory campaign aims to impair 
the economic freedoms of legitimate, law-abiding businesses. Its impact is so tangible that in CCFl's 
recent Annual Report on form 10-K filed with the Securities and Exchange Commission on March 28, 
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2014, we felt compelled to include bank relationship discontinuance as a stated business risk factor. As 
you can well imagine, if allowed to proceed to the extreme, it will move from a risk factor to a death- 
knell. 

What follows is a chronology of some of CCFI's experiences: 

Banks 


Bank of Kentucky 


CCFI's relationship with Bank of Kentucky dates back to 2009. Bank of Kentucky previously 
provided a revolving credit facility and treasury services including: employee health savings 
account management, returned check consolidation, and depository services. Our relationship 
with Bank of Kentucky was formed in 2009 and was in very good standing. In August of 2013, 
citing "regulatory directives,” Bank of Kentucky informed us that they could no longer continue 
to provide the majority of these services. Since that time Bank of Kentucky terminated treasury 
managements services and informed us that they would not renew the existing revolving credit 
facility. 

Bank of America 


CCFI's relationship with with Bank of America dated back more than ten years. Bank of America 
previously provided treasury management services. In November of 2013, citing "pressure” 
about reputational risk from their regulators. Bank of America informed us that they would need 
to terminate the existing relationship, 

Fifth/Third Bank 

After a more than 20-year banking relationship, in December of 2013, Fifth/Third Bank abruptly 
stopped opening new accounts and informed us that they were "working with its regulators to 
evaluate our industry." Fifth/Third's long-standing relationship with CCFI included playing a 
lead role in our recapitalization in 2011, a leading role in our revolving credit facility and 
participation in our bond offering. In addition, Fifth/Third was our leading treasury 
management service provider, provided merchant processing services and worked with us to 
launch a new "smart safe” technology, which we planned to deploy in nearly all of our retail 
locations. On March 5, 2014, CCFI received formal notice that Fifth/Third had determined that 
"the services provided by clients in [the payday loan] industry are outside of [Fifth/Third's] risk 
tolerance." This notification included Fifth/Third's intention to terminate the relationship by 
June 30, 2014. 

US Bank 


US Bank successfully competed for a portion of CCFI’s treasury management business in 
response to a Request for Proposal in November 2009, which initiated US Bank's provision of 
concentration, depository and disbursement accounts. As a normal extension of these services. 
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in mi(i-2013, CCFI requested the addition of certain automated clearinghouse or ACH services. 
In order to mitigate any perceived credit risk, CCFI offered to pre-fund transactions, but citing 
similar regulatory concerns, US Bank has been unable to add these services or to expand the 
relationship. 


Payment Processors 
BiilineTree 

CCFI's merchant processing relationship with Billing Tree dates back to 2009, and included PIN- 
based debit terminals in approximately 400 retail locations and online virtual terminals. In 
August 2013 Billing Tree discontinued our access to this payment processing network because 
of a directive from their processor. Global Processing, whose sponsoring bank was HSBC. 

Triangle Merchant Processing 

In response to the loss of the Billing Tree relationship, approximately 150 of our retail locations 
in Indiana, Michigan, Arizona, Florida, Kansas, Missouri, and Illinois moved their payment 
processing to Triangle Merchant Processing ("Triangle") In the fall of 2013. However, in 
December of 2013 j we were notified by Triangle that its sponsor bank, Wells Fargo, required 
that Triangle terminate the relationship. 

2 £ 

Also in response to the loss of the Billing Tree relationship, the PIN-based debit terminal 
merchant processing of another 150 of our retail locations (those in Ohio, Kentucky, Utah and 
Virginia, 2C Merchant Processing PIN Debit Terminals and virtual terminals for California, 

Virginia and Utah, were moved to 2C in September-October 2013. Shortly thereafter in 
November of 2013, citing its sponsor bank, Wells Fargo, as the reason, 2C notified us it would 
have to terminate any payment processing through Wells Fargo. 

Orion 

CCFI enjoyed a long standing relationship with Orion which provided PIN-based debit terminals 
in all of the Alabama retail operations. In December of 2013, citing its sponsor bank. Wells 
Fargo, as the reason, Orion notified us it would have to terminate any payment processing 
through Wells Fargo. 

Although there is nothing unlawful about CCFTs short-term, small-dollar or payday loan products, 
various federal agencies have attacked these and certain banks' "deposit advance” products (such as 
Fifth Third Bank's early access program or Wells Fargo's deposit advance program) and forced these 
banks to discontinue offering those products. Furthermore, we applaud protecting consumers from 
unscrupulous practices, by unlicensed, unregulated and/or off-shore lenders, by attacking their access to 
the banking system but we are appalled this effort is being used to substantially reduced access to those 
payment channels for licensed, regulated, domestic lenders. 
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The natural consequence of these attacks is what you see chronicled above: banks have become 
increasingly frightened about retaliation from their regulators deriving from any form of banking 
relationship with companies, such as ours, that offer payday loan products. In an Orwellian fashion, 
these federal regulators are exercising power so as to carry out a political agenda, not the enforcement 
of properly adopted statutes or regulations. The effect of this political crusade is a material interference 
with the relationships between licensed, regulated, taxpaying businesses and their banks. The 
consequence, likely intended by these federal regulators, is to stifle the expansion of businesses like that 
ofCCFI. 

There should be no doubt: Consumer protection is important and bad actors should be penalized. 
Assuming universal agreement on this premise, one cannot help but wonder why the various federal 
regulators have focused so much attention on providers of legitimate, state-licensed financial products. 

In closing, again I am grateful that you have recognized the need to protect us from gross infringement 
by federal regulators on the very economic freedoms upon which this great nation was built, if I can 
provide greater insight into any of the points addressed herein I would be pleased to do so. 

Yours very truly. 


William E. Saunders, Jr. 
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April 2, 2014 

The HonoraWe Maxine Waters 
Ranking Memtjer 
Conunittee on Financial Sen'ices 
United States House of Representatit'es 
Washington, DC 20515 

Dear Chairman Hensarling and Ranking Member Waters: 


The Honorable Jeb Hensarling 
Chairman 

Conjmittee on Financial Services 
United States House of .Representatives 
Washington, DC 205 iS 


On behaif of the Credit Union National Association (CUNA), I am writing to thank ysni for scheduling the 
hearing next Tuesday entitled, “Who's In Your Wallet: Examining How Washington Red Tape Impairs 
Economic Freedom.” CUNA is the largest credit union advocacy organization in the United States, 
representing America’s stale and federally chartered credit unions and their 99 million members. We 
appreciate the opportunity to submit this letter for the record of the hearing. 

As you know, credit unions’ statutory mission is to promote thrift and provide access to credit for 
provident purposes. By ail accounts, credit unions are achieving this mission. However, the ever- 
increasing regulatory burden that credit unions face makes this more difFicuit This crisis of oteeping 
complexity has contributed to consolidation in the financial services industry and a reduction in fije 
availability of services to consumers and small businesses. Credit unions have not been immune from this 
unfortunate phenomenon. New and frequently changing regulations drive costs up for credit anions and 
their members, making matters worse. 


It is hard to see how credit union members are well served by regulations like the Consumer .Financial 
Protection Bureau’s (CFPB) remittances rule, which caused some credit unions to exit tiic business, or the 
CFPB’s various mortgage rules, which have increased the time it takes attd the cost of providing mortgage 
credit or why Congress did not more explicitly direct the CFPB to impose such mies only ort abusers. 
Therefore, it is understandable tliat credit unions are anxious about the next round of consumer regulation 
because of its potential impact on their ability to offer affordable financial seivdccs to their members. 

CFPB rules should target the bad actors in the firtanciai services market, not force out the good actors. 
That is why vre have consistentiy urged the CFPB to exempt credit unions from their rulemakings, unless 
there is a record of abusive practices by credit unions on the issue being addressed. The Dodd-Frank Act 
attd other provisions allow the CFPB to take such action. Moreover, credit unions shoidd be exempt from 
these rules because their structure militates against predatory and abusive practices, and their history of 
member service bears that out. Credit unions have always treated their members well because the 
members are also the owners of the credit union; a credit union cannot exist witliout its members. While 
we appreciate the efforts that the CFPB undertakes to listen to the concerns of credit unions during the 
development of its rules, we continue to be disappointed that the CFPB has not used its exemption 
authority more extensively. We hope the Conanittee will direct the CFPB to exercise this authority. 
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As we look at the current environment with respect to potential regulatory burden, credit imioiis are most 
concerned with the National Credit Union Administration’s (NCUA) recently proposed risk-based capital 
rule because it is fundamentally Hawed and if implemented as proposed, would significantly reduce credit 
unions' ability to lend and provide other important services to their members. I'he comment period for 
this proposed rule remains open, and CUNA will be submitting its comments in the near tuture. However, 
we believe it is critically important for the Committee to thoroughly examine this proposal and its 
potential implications on credit unions’ ability to serve their members. NCUA Chairman Matz and the 
other members of the NCUA Board have indicated a willingness to consider changes to the proposal; we 
appreciate their willingness to accept feedback and believe this enhances the importance of this 
Committee’s scrutiny of the proposal. 

The proposed rule ignores the historically solid performance of existing capital standards. It would create 
an artificial shortfall of as much as $7.3 billion in capital at covered credit unions through the imposition 
of asset risk-weightings tliat are poorly calibrated and in some cases more stringent than the Basel III risk- 
weights to which small banks are subject. Further, we believe the proposed rule exceeds NCUA's 
authority under the Federal Credit Union Act and its 1 8-month implementation period is unreasonable 
when compared to the very generous amount of time banking regulators afforded small banks to comply 
with similar, but less stringent standards. It is, very simply, a solution in search of a problem. 

The purpose of capita! standards and a system of prompt corrective action (PCA) is to minimize losses to 
the deposit insurance fund. As the chart below describes, while the FDIC fund became technically 
insolvent during each of the last two financial crises, the National Credit Union Share Insurance Fund 
(NCUSIF) has performed very well, under current PCA rules. 


Insurance Fund Ratios 

Fund Balances per $100 in Insured Deposits 

Source*; FWC. NCUA, CWA. 
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1'his suggests that the PCA system protecting the share insurance fund does not need to be strengthened, 
and raises the question of why NCUA is pursuing this rule at this time. It is an important question for 
Congress to ask given the fact that the proposed rule would require credit unions to raise billions in 
superfluous capital in order to maintain the same proportion of capital buffers they currently have. 
Because most credit unions do not have access to supplemental forms of capital, raising this amount of 
capital through retained earnings alone would be challenging. 
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To comply with the proposed rule and maintain their capital buffers, credit unions would be forced to 
realign their books, reducing assets deemed ‘risky’ by the rule, and reduce credit availability, particularly 
mortgages and business loans which are assigned inappropriately high risk-weights. Because the proposed 
rule includes poorly designed risk-weights - some of which are more stringent than comparable risk- 
weights under the Basel regime for small banks - the proposed rule would have a significant adverse 
impact on credit unions’ ability to serve their members. 

With the exception of consumer loans, the proposed rule’s risk-weights are the same as or higher than risk 
weights applied to community banks under Basel III. In two important cases - residential mortgage loans 
and member business loans - the risk-weights in some situations would be double the comparable Basel 
weights, despite the fact that for these two categories of loans, credit union losses trend at about half the 
loss rates of small banks. This would deter the provision of mortgage and business loans to credit union 
members. 


Comparing Small Bank Basel and the NCUA Risk Based Capital Proposal 

Aspect 

Small Bank Basel Risk 

Weights 

NCUA RBC Proposed Rule 

Risk Weights 

Residential .Mortgage Loans 

50% (regardless of 
concentration) 

50% (0% - 25% of assets) 

75% (25% - 35% of assets) 

1 00% (35% and above of assets) 

Small Business Loans 

100% (regardless of 
concentration) 

100% (0% - 15% of assets) 

150% (15% - 25% of assets) 

200% (25% and above of assets) 


The impact of the proposed rule would be particularly damaging to rural and low-income areas because 
there are several credit unions in these areas which have higher concentrations in agricultural and business 
lending. They are either exempt from the member business cap because of their historic concentration in 
business lending or because they are a low-income designated credit union. The rule increases the risk- 
weight of these types of loans as the credit unions’ concentration in tliem increases. 

We are also troubled because the proposed rule appears in several respects to be inconsistent with 
NCUA’s authority and responsibility under the law. For example, the Federal Credit Union Act requires 
NCUA to establish a risk-based capital system to take into account any material risks for which the net 
worth ratio at the adequately capitalized level may not provide adequate protection. However, the law does 
not direct NCUA to peg the standard to the well-capitalized level, as the proposed rule would do. 

Further, NCUA is required under the Federal Credit Union Act to take into consideration the unique 
structure of credit unions when implementing its risk-based net worth rule. We do not believe that NCUA 
has fulfilled this responsibility because the risk-weightings in the proposed rule are more stringent than the 
Basel risk-weightings for small banks. Credit union loss rates on comparable loan types are typically lower 
than at small banks; the structure and performance of credit unions suggests the risk weights should be less 
stringent. 

In addition, NCUA would redefine “complex” credit unions that are subject to the rule as those with over 
$50 million in assets, despite the fact that the Federal Credit Union Act clearly directs NCUA to consider 
the portfolios of credit unions’ assets and liabilities in determining which credit unions meet the definition, 
not asset size alone. 
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Finally, the implementation period in the proposed rule is unreasonably short and would unduly burden 
credit unions. NCUA proposes to implement the proposed rule 1 8 months after it has been finalized. In 
contrast, small banks will have had nearly nine years to implement the Basel capital standards from the 
time they were first developed in 20 1 0 until the time they will finally be implemented in 2019. Eighteen 
months is simply not enough time for credit unions to make the changes necessary to be in compliance, 
especially in the absence of authority to raise supplemental forms of capital other than retained earnings. 

The proposed rule represents one of the most severe threats to credit unions’ ability to continue to fulfill 
their statutory mission because it would do little to enhance the safety and soundness of credit unions, but 
it would significantly constrain credit unions’ ability to meet the financial services needs of their members. 
Noting the concern that many members of the Committee demonstrated during the consideration of 
similar, and in many ways less stringent, capital rules for small banks, we encourage the Committee to 
thoroughly examine this proposed rule and direct NCUA to make significant changes to address the 
serious deficiencies addressed in this statement. 

On behalf of America’s credit unions and their 99 million members, thank you very much for holding this 
hearing and considering our views. 


Best regards. 
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Chairman Hensarling, Ranking Member Waters and Members of the Committee, the 
Electronic Transactions Association (“ETA”) appreciates the opportunity to submit this statement 
for the record for the Committee’s hearing, “Who’s In Your Wallet: Examining How 
Washington Red Tape Impairs Economic Freedom.” 

ETA is an international trade association representing companies that offer electronic 
transaction processing products and services. The purpose of ETA is to help the merchant 
acquiring industry by providing leadership through education, advocacy, and the exchange of 
information. ETA’s membership spans the breadth of the payments industry, from financial 
institutions and transaction processors to independent sales organizations (“ISOs”), equipment 
suppliers, and merchants. More than 500 companies worldwide are members of ETA. 

ETA recognizes the vital role well-considered and prudently enforced federal laws and 
regulations can play in fostering and protecting a competitive and innovative marketplace. In 
particular, federal agencies help uphold contract law and the operation of free markets with their 
efforts to fight fraud. As the trade association for the payments industry, ETA fully supports 
federal efforts to combat fraudulent and other illegal activities. These efforts benefit both 
consumers and the payments industry. After all, consumers will be far less likely to avail 
themselves of the benefits of electronic payments, like faster and more convenient payment 
methods, if they believe that payments systems could expose them to fraudulent schemes. 
Accordingly, ETA believes that the payments industry, financial regulators, and law enforcement 
have a mutual interest in preventing the use of payment systems to perpetrate fraud and other 
illegal activities. 
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ETA maintains that the payments industry is well-positioned to help the federal 
government advance this mutual interest in preventing harm to consumers and protecting the 
payments system. For its part, ETA is leading efforts to help the credit and debit card processing 
industry identify fraudulent merchants and prohibit their access to payments system. 
Unfortunately, recent initiatives by the Department of Justice (“DOT') and the Federal financial 
regulators threaten to stifle ETA and other industry efforts with excessive regulation and one- 
size-fits-all litigation, which cannot possibility include the flexibility and adaptability that banks 
and non-bank processors need in underwriting and monitoring merchant accounts. 

The payments industry has a remarkable record of success in preventing the use of 
payments systems for illegal activities. Over the past two decades the payments industry, and 
the online commerce it helps fuel, have experienced unprecedented growth. In just two decades 
the amount of online commerce has grown from approximately $5 billion to more than $263 
billion today. While this revolution in technology and business has benefited consumers with 
lower prices and new goods and services (including better payment options), it has also created 
new opportunities for unlawful activity. The payments industry has responded to these risks 
with substantial investments in new tools and practices aimed at identifying and thwarting the 
use of payment systems by criminals. These investments have proven to be remarkably 
successful. Currently, the rate of fraud on payments systems is less than one-tenth of one percent 
of the more than $5 trillion in payments processed. Consumers are protected by card issuer 
“zero liability” policies and have no financial responsibility for such fraud. Even with this 
success, the payments industry is continually updating its technologies to allow it to stay ahead 
of criminal enterprises and protect consumers from harm. 
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Despite the payments industry’s record of success in fighting fraud and other illegal 
activities, the Financial Fraud Enforcement Taskforce, led by the DOJ and federal financial 
regulators, has recently undertaken a new initiative, “Operation Choke Point,” which targets the 
payments industry. This initiative aims to impose liability on payment systems for the illegal 
activities of merchants that involve use of the payments system. ETA believes that this approach 
is misguided. Rather than targeting criminal enterprises directly, Operation Choke Point 
paradoxically takes aim at payment systems that are actively fighting fraud on their networks. 
Instead of viewing payment systems as allies in the effort to protect consumers, the DOJ and 
federal financial regulators have sought to impose liability and costly regulations on them. This 
adversarial approach toward the payments industry has the potential for unfairly imposing 
liability on payment processors for the acts of unscrupulous merchants even when a payment 
processor did not know or consciously avoid knowing about the fraud. It also diverts resources 
and attention the payments industry could otherwise deploy to help stop fraud to instead respond 
to costly and time-consuming investigations and litigation by multiple regulators. As a result, 
the federal government and the payments industry spend more time focused on each other, rather 
than pursuing their common goal of protecting consumers from fraud. A more sensible policy 
would be for the federal government to step back from its aggressive stance toward payment 
systems, recognize the strong interest the payments industry has in preventing fraud and other 
illegal activities, and allow the industry to focus on enhancing its underwriting and risk 
management tools to safeguard the payments system from unscrupulous merchants. 
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The broad reach of Operation Choke Point has also created several other serious 
problems. First, the DOJ has advanced a legal theory that would impose broad liability on the 
payments industry, which has had a chilling effect on the willingness of payment systems to do 
business with small and innovative merchants, especially start-up firms. Using a controversial 
interpretation of the Financial Institutions Reform, Recovery, and Enforcement Act (“FIRREA”), 
DOJ has sought to hold financial institutions liable for the fraudulent activities committed by 
other participants in the payments system that affect federally insured financial institutions. 
Because FIRREA has a 1 0 year statute of limitations, and requires only that the DOJ prove its 
case by “a preponderance of the evidence,’" the mere prospect of a civil action under FIRREA 
has been sufficient to cause law-abiding financial institutions to allow only established, low-risk 
companies access to their services. 

Second, the costly and complex compliance programs the DOJ and federal financial 
regulators seek to impose on payment systems will likely further increase the likelihood that law- 
abiding companies and person will have their access to the financial system restricted. For 
example, the well-publicized effort to require that payment processors restrict access to their 
systems if a merchant has a return rate of 3 percent or more threatens many merchants whose 
business models involve high rates of returns, such as Internet-based clothing merchants. 
Although well-established companies will be able to satisfy a subsequent review by a payment 
processor that it is not engaged in illegal activities, the expense of conducting such a review for 
new and small companies will likely be too burdensome, causing payment systems to halt 
processing their payments. While thwarting fraud and illegal activities is a critical goal, it must 
be balanced against ensuring that law-abiding companies can still access the payments system. 
Moreover, given the complexities of providing services to businesses of all sizes, types, sales 
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volumes, and other factors, underwriting and risk monitoring of merchants must be allowed 
flexibility and adaptability, which a one-size-fits all law will not allow. 

Third, the aggressive enforcement stance by the DOJ and financial regulators under 
Operation Choke Point will ultimately harm consumers. It is consumers who will end up paying 
the costs of burdensome federal mandates and the increased risk of liability for payment 
processors. It is consumers who will be harmed when new companies are unable to access the 
payments system needed to transact purchases. It is consumers who will be incentivized to use 
less efficient, alternative payment methods. And it is consumers who will be the victims of more 
fraud if Operation Choke Point undermines the payments industry's anti-fraud efforts. As a 
result. Operation Choke Point risks harming consumers more than criminals. 

Finally, the use of enforcement actions as a substitute for formal rulemaking deprives the 
public of the opportunity to participate in this important regulatory policy. If federal regulators 
want to impose new liabilities on payment systems, they should either have to obtain 
authorization from Congress or issue a rule pursuant to existing authorities in accordance with 
the Administrative Procedures Act. Policy should be made in a transparent manner, not as part 
of privately negotiated settlement agreements. 

In contrast to the approach adopted by Operation Choke Point, ETA believes that a 
common sense way to address fraudulent and other illegal activities involving payment systems 
is to permit the payments industry the flexibility and freedom to continue to develop new 
technologies and practices to combat financial fraud. 
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To demonstrate its commitment to devising better practices, ETA recently developed and 
published its “Guidelines on Merchant and ISO Underwriting and Risk Monitoring” 
(“Guidelines”). The Guidelines are the core of an educational curriculum designed to provide 
ETA members with recommended tools for mitigating merchant risk. The Guidelines include 
such topics as underwriting and risk management of merchants, and the due diligence and 
oversight of third parties, primarily ISOs, This educational initiative aims to help ETA 
members eliminate prohibited and undesirable merchants from entering their systems. Rather 
than impose one-size fits all standards, the ETA’s voluntary industry program is designed to 
supplement existing practices and strategies. Given the rapidly evolving nature of the payments 
industry, the Guidelines are a “living document” that will be reviewed and updated to reflect 
future developments in technology and industry practices. 

The Guidelines are focused on protecting consumers. They seek not only to protect 
consumers from disreputable merchants by ensuring that such merchants cannot access payment 
systems, but also aim to ensure that reputable merchants have reasonable security measures in 
place. At the same time, the Guidelines seek to ensure that consumers do not lose access to 
reputable merchants with new or innovative business models that result in higher than normal 
return levels or trigger other proxies for suspicious activities. In short, the Guidelines provide a 
well-thought out approach to fighting financial fraud that avoids the adverse consequences to 
consumers of Operation Choke Point. 
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The Guidelines also show that the payments industry is able to effectively address 
fraudulent and illegal activity on their systems, provided it has the freedom to do so, unburdened 
by an unnecessarily litigation and regulatory mandates. It is ETA’s hope that the payments 
industry will be given the chance to show that the Guidelines, along with the industry’s 
investments in new technology, are up to the task of protecting consumers from financial fraud, 

« 

ETA would like to thank the Committee for this opportunity to provide this statement for 
the record on this important topic. If you have any questions about this statement or the issues 
discussed, please contact Scott Talbott, Senior Vice President of ETA at 202 828-2635. 
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Introduction 

Financial Service Centers of America (FiSCA) is pleased to submit this statement to the 
U.S. House of Representatives Committee on Financial Services (Committee) in connection with 
the April 8, 2014 hearing to examine the impact of recent regulator supervisory and enforcement 
actions on consumer financial services. We submit to the Committee that recent supervisory and 
enforcement actions by the federal bank regulatory agencies, apparently in concert with the 
Department of Justice, have directly led to an alarming number of banks indiscriminately 
terminating their relationships with FiSCA member companies. We further submit that these 
determinations to deny banking services to our members are not being made based upon 
legitimate, individualized, and appropriate assessments of risk, but are being made based solely 
on politicized regulatory pressure and informal intimidation related to the products and services 
being offered by legal, licensed and regulated businesses. 

Every business needs a bank account to operate. FiSCA members are no different. 
Similarly, millions of consumers across the nation rely on FiSCA members for their financial 
services needs. If these account terminations continue unchecked, bank discontinuance will 
destroy an entire industry, threatening the delivery of basic financial services in communities 
across the country and driving otherwise legitimate consumer financial transactions out of the 
regulated market and into untraceable or underground channels. Contrary to long-established 
U.S, security objectives, these bank discontinuances will make consumers more vulnerable by 
forcing them to turn to illegal and unscrupulous predatory providers. 

The question posed by the Committee for this hearing is whether bank regulators should 
be able to dictate which financial products and services can be offered to consumers, not by 
regulating those products and services directly, but by pressuring their member banks to cut off 
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access to the banking system by the licensed and regulated businesses that oflfer them. We 
submit that the answer is unequivocally no; financial products and services must be appropriately 
overseen according to statutory authority granted to regulators by Congress. Any attempts by 
regulators to deny licensed and regulated businesses access to the banking system must be 
viewed as extra-legal activities, outside the seope of their authority. The actions of these 
regulators are fundamentally wrong, set a most dangerous precedent regardless of political 
affiliation, are ultra vires, a denial of due process, and ultimately, will most negatively impact 
precisely those consumers Congress wants to protect. 

Despite FDIC and Department of Justice assertions to the contrary, there is ongoing and 
compounding harm to licensed businesses and, we submit, to insured depository institutions. 
This regulatory abuse poses an imminent threat to consumers who depend on these services. The 
only wav to halt the impending irreparable harm to our industry and to our customers is for the 
banking regulators to effect an immediate moratorium on bank discontinuance. During a 
moratorium. Congress can engage in considered oversight of recent regulatory efforts and their 
impact on licensed businesses, banks, and consumers. Other measures should be enacted to 
incent banks to enter, or re-enter this market, and to protect those that do. Finally, federal 
regulators should work with those non-banks and banks that follow the rules , and take direct, 
credible action to root out law breakers. 

Financial Service Centers of America 

FiSCA is a national trade association representing over 5,000 neighborhood financial 
service center providers throughout the United States. FiSCA’s members, referred to as financial 
service centers (FSCs), provide a range of transactional financial services including check 
cashing, wire transfers, money orders, bill payment services, payday loans, and other small dollar 
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loans. Because they provide these services, FiSCA's members are designated as Money Services 
Businesses (MSBs) under the Bank Secrecy Act (BSA) and USA Patriot Act. 

FiSCA's members, which include large chains with hundreds of locations as well as small 
"mom and pop" establishments throughout the U.S., employ tens of thousands of people and 
serve millions of customers, both banked and un-banked, who choose to use them because they 
fit their need for basic financial services, or because they have been denied access to traditional 
financial institutions. Every year, FSCs conduct more than 350 million transactions, providing 
more than $106 billion in various products and services to 30 million customers. FSCs serve 
customers from all walks of life, including urban communities and the under-banked, groups that 
the federal banking agencies have stressed as being underserved by more traditional financial 
institutions. The financial service center industry is unquestionably the product of the powerful 
market forces which have shaped it. It has grown out of a need for convenient, accessible 
financial services. 

The value of MSBs has been recognized time and time again. Former U.S. Treasury 
Secretary John Snow perhaps characterized it best in 2005, when he stated in an address to the 
Florida Bankers Association that MSBs “are key components of a healthy financial sector, and it 
is very important that they have access to banking services.” MSBs are very much a part of the 
fabric of a healthy economy, yet recent bank regulator actions have placed the industry in peril, 
and its customers at risk. 

The FSC industry is highly regulated and significant government oversight of the 
industry presently exists. MSBs must register with the Financial Crimes Enforcement Network 
(FinCEN) and are subject to periodic IRS examination. Most states license and regulate MSBs. 
Every state in which payday lending exists regulates that product. Licensing authorities typically 
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impose recordkeeping and reporting requirements, and subject licensees to periodic examination 
by state (often banking department) examiners. 

A common misperception regarding MSBs is that they are "high risk" for money 
laundering and other financial crimes. Quite to the contrary, FSCs are clearly on the frontline in 
the war on money laundering and other financial crimes. MSBs are required under the USA 
Patriot Act to have compliance programs, including written anti-money laundering (AML) 
policies and procedures, compliance officers, training programs and independent compliance 
examinations. We are required to file Suspicious Activity Report (SARs), Currency Transaction 
Reports (CTRs), and maintain detailed records of transactions. FiSCA itself is the recognized 
leader in developing comprehensive BSA/AML compliance materials. Thus, the "high risk" 
label is a myth, utilized when convenient by banks seeking to exit, or regulators seeking to effect 
a termination of the business. 

Finally, federal regulation of many of the products and services offered by MSBs existed 
well before the passage of the Dodd-Frank Act, through the Federal consumer financial laws. 
With the passage of Dodd-Frank, those products and services are within the jurisdiction of the 
Consumer Financial Protection Bureau (CFPB) and MSBs are subject to CFPB examination, 
supervision and enforcement. 

The Insidious Problem of Bank Discontinuance 

In simple terms, bank discontinuance is the indiscriminate termination by banks of the 
accounts of all members of a particular industry; in this case, MSBs. Like any other business, 
MSBs cannot operate without access to commercial banking services, including depository 
accounts, lines of credit, and remote deposit services. Imagine trying to run a business without 
being able to make deposits or write checks! In fact, regulatory requirements in many states 
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dictate that MSBs maintain bank accounts and lines of credit. In those states, failure to maintain 
a bank account or the required line of credit can result in the revocation of a license, or other 
enforcement actions. 

The FSC industry is sound, stable, responsible, licensed, regulated, and profitable. It 
does not operate underground. No FiSCA member was involved in creating the 2007 or 2008 
financial meltdown, nor were FiSCA members’ products implicated in the collapse. There is no 
question that banks are required to expend greater resources in maintaining MSB customer 
compliance and monitoring systems, however, it has to be assumed that MSBs pay for banking 
services commensurate with the costs and the profit requirements of the banks that service this 
market sector. 

Over the last year, the industry has experienced an alarming increase in the number of 
banks making wide-scale terminations of MSB accounts. In most instances, the bank advises 
that its determination is based on issues caused by increased regulatory pressure from federal 
bank regulators, not activities in the market . (Attached as Exhibit "A" to our submission are 
copies of redacted letters from several of the banks that have recently terminated MSB accounts). 

Most recently, the regulatory pressure was the result of Operation Choke Point, the effort 
by federal bank regulators and the Department of Justice to rid the payment system of illegal, on- 
line payday lenders. Let us be perfectly clear. FiSCA and its members support the stated goals 
of Operation Choke Point. Illegal operators threaten consumers and legitimate businesses alike. 
However, Operation Choke Point has become the impetus for termination of the bank accounts 
of legitimate, licensed businesses, and, as such, is no more legal than the unlicensed operators it 
seeks to curtail. Regardless of its stated goal, the impact on consumer financial services is 
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substantial, and it is threatening to curtail or constrain the delivery of licensed financial services 
to millions of Americans. 

Many FiSCA members have provided us with examples of their recent experiences with 
banks, and these examples can only be described as alarming. (Copies of some of these 
communications are attached to our submission as Exhibit "B”). In the last week alone, FiSCA 
has heard from members in the following cities and towns, reporting their bank accounts have 
been terminated: 

• Kawkalin, .Michigan 

• Tampa, Florida 

• Panama City Beach, Florida 

• Homestead, Florida 

• Jacksonville, Florida 

• Kapaa, Hawaii 

• Dover, Delaware 

• Toledo, Ohio 

• North Olmstead, Ohio 

• Dublin, Ohio 

• Chicago, Illinois 

• Irving, Texas 

• New York, New York 

• Waterbury, Connecticut 

Since mid-2013, FiSCA members have had their bank accounts terminated by: 

• Fifth Third Bank 

• Bank of America 

• Bank of Hawaii 

• PNC Bank 

• GTE Financial 

• Wells Fargo Bank, N.A. 

• Capital One Bank 

• Hancock Bank/Whitney Bank 

• US Bank 

• Peoples Credit Union 

Most of these terminations, which impact thousands of MSB locations, offering a full 
range of financial products and services, have occurred within the last six months. In many 
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cases, our members are reporting that banking relationships spanning more than 10 years have 
been terminated. They report lost business investment, loss of franchise opportunities, and loss 
of retirement savings. In some instances, the terminating bank will not release funds held as 
security for up to a year after the termination. 

Just a few weeks ago, in mid-March, all of the FiSCA members banking with Fifth Third 
Bank received a letter advising them that their accounts were being terminated and that they had 
to be out of the bank by June 30. The letter advised that the decision was based on an "industry 
review" of the "payday lending industry", and that Fifth Third had determined that the services 
provided by those customers were "outside of our risk tolerance." {See copies of letters from 
Fifth Third Bank, attached as Exhibit "A"). We submit that the determination by Fifth Third to 
terminate these companies was indiscriminate, and not made with respect to product mix (in fact, 
payday lending was a small portion of the business of several of these companies), financial 
condition, IT systems, legal and compliance systems, management structure, or any other 
appropriate banking consideration. Rather, the decision was made due to regulator pressure 
based solely on the products being offered. This conclusion is not ours alone, but that of the 
Chairman of Fifth Third Bank. {See "DOJ's 'Operation Choke Point': An Attack on Market 
Economy," American Banker, March 21, 2014). 

In many of the letters and communications that accompany termination decisions, banks 
point to their conclusion that MSBs present a high risk. Not only do they not define the risk, but 
their conclusions are unsupported by facts, and, we believe, simply a smokescreen for 
succumbing to regulator pressure related to the products these companies offer. 

In a letter dated February 26, 2014 from Hancock Bank/Whitney Bank to a FiSCA 
member, the bank stated that its determination to close the account was based on the fact that it 


7 



240 


was "unable to effectively manage your Account(s) on a level consistent with the heightened 
scrutiny required by our regulators for money services businesses due to the transactional 
characteristics of your business." 

In an email from a bank in Texas to a FiSCA member, the Executive Vice President and 
Manager of the bank explained: 

Based on your performance, there's NO WAY we SHOULDN'T be a credit provider. 

Our only issue is, and it has always been, the space in which you operate. 

it has never been the service you've provided or the way you operate. 

You've obviously done a brilliant job. 

It is the scrutiny that you, AND NOW WE, are under. 

(emphasis in original). This admission is refreshingly candid, as most bankers, who find 
themselves pressured by regulators, are reluctant to identify and explain the real reasons for 
termination of MSB accounts, most often relying on the amorphous conclusions of "risk" or 
"business decision" as the basis. {See March 3, 2014 letter from Wells Fargo Bank, N.A., and 
December 6, 2013 letter from Bank of Hawaii, attached as Exhibit "A"). Let us again be clear, 
nothing has changed in our or their business except the pressure being brought by regulators 
trying to stop illegal, on-line businesses. 

Capital One Bank Exits the New York Market 

In New York State, there are some 150 licensed check cashing companies which cash 
approximately 30 million checks a year, with a total value of $12-$13 billion. The New York 
industry, which serves almost one million customers, has existed in New York since 1944. 
Check cashers in New York charge a regulated fee of 1.98% to cash a check. New York's check 
cashing law also requires that licensees maintain bank accounts and minimum lines of credit to 
remain in compliance. Earlier this year. Capital One Bank (CapOne), which had been serving 
approximately 50% of the state’s check cashers, announced that it will be tenninating all of its 
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check casher/MSB accounts, beginning on June 1, 2014. As a result, some smaller check 
cashers, including some multi-generational family businesses, will not find new banks and they 
will be forced to sell their businesses at depressed prices, or simply close their doors. 

With the exiting of CapOne, FiSCA members and the industry in New York at large, are 
now primarily served by two banks - both of which are from another state. If one or both of 
those banks should exit the business, the result may be disastrous. Almost a million people who 
rely on check cashing locations for their financial services, including check cashing, bill 
payment, rent payment, wire transfers, money orders, and other day to day financial services, 
will be left without a licensed location at which to conduct their transactions. The need for these 
transactions will not, however, go away. Customers will be forced instead to go to bars, liquor 
stores, and other unregulated locations where they will be charged exorbitant fees to conduct 
their financial transactions. None of those transactions will be within sight of regulatory 
authorities. 

Other areas are experiencing similar trends. The treatment by banks across the country 
of hard-working business owners is outrageous. In one instance, after an MSB's accounts were 
closed, the bank closed the personal accounts of the owner's son, a 21 year old college student! 
In another instance, a FiSCA member closed its check cashing operation altogether since, after 
being terminated by two banks and being unable to obtain a banking relationship, including the 
legally required bank account and line of credit, it could not maintain a licensed location without 
risking a violation of state law. Certainly, the closing of those locations impacts the consumers 
in the area that relied on that business for their financial services. In some instances where 
MSBs had long-term relationships with local or regional banks, their accounts terminated when 
those banks were acquired by larger, national banks. 
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Finally, of the banks that continue to serve the industry, many are refusing new accounts, 
or are placing onerous and costly requirements on the accounts they currently maintain. All of 
these factors together have a potentially disastrous and unjust impact on the industry and, in turn, 
on its customers. 

Neither FDIC Nor DOJ Has Halted the Terminations 

Operation Choke Point was initially disclosed in March of 2013. Following its 

disclosure, on September 17, 2014, FDIC Chairman Martin Gruenberg sent a letter to 

Congressman Blaine Luetkemeyer explaining that "the majority of transactions passing through 

financial institutions and payment processors represent legitimate transactions initiated by 

reputable merchants." The Chairman further stated that "[i]n order to address any confusion 

about our supervisory approach, we plan to issue a Financial Institution Letter for the banks we 

supervise to make it clear that the FDIC's focus is the proper management of the banks' 

relationship with their customers, particularly those engaged in higher risk activities, and not 

underlying activities that are permissible under state and federal law." (emphasis added). 

On September 27, 2013, the FDIC issued a Financial Institution Letter (FIL-43-2013), 

entitled "FDIC Supervisory Approach to Payment Processing Relationships With Merchant 

Customers That Engage in Higher-Risk Activities" (Guidance). The stated purpose of the FDIC 

Guidance was to "clarify its policy and supervisory approach related to facilitating payment 

processing services, directly, or indirectly through a third party, for merchant customers engaged 

in higher-risk activities," namely on-line short-term lenders. The Guidance provided: 

Facilitating payment processing for merchant customers engaged in higher-risk 
activities can pose risks to financial institutions and requires due diligence and 
monitoring, as detailed in prior FDIC and interagency guidance and other 
information. Financial institutions that properly manage these relationships and 
risks are neither prohibited nor discouraged from providing payment processing 
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services to customers operating in compliance with applicable federal and state 
law, 

(emphasis added). 

The Guidance has failed to halt the terminations. In fact, it appears to FiSCA that the 
pace of terminations has increased. As set forth above, since mid-2013, FiSCA members have 
had their accounts terminated by at least ten banks, and many of these terminations occurred 
after the FDIC Guidance. If anything, last year’s FDIC Guidance has merely exacerbated the 
situation. We believe that many banks view the Guidance as adding to the regulatory pressure 
that accompanies serving MSBs, and it appears that some banks have terminated their MSBs as a 
result of the Guidance. 

On January 22, 2014, the U.S. Department of Justice (DOJ) issued a letter to the 
American Bankers Association and the Electronic Transactions Association, purporting to clarify 
DOJ's policy and approach regarding certain investigations into banks, payment processors, and 
other institutions that process payments for merchants engaged in fraudulent activities. Relying 
in part on the FDIC Guidance, DOJ explained that, along with its commitment to "protecting the 
American people from fraudulent practices in all industries, without exception," DOJ has . . no 
interest in pursuing or discouraging lawful conduct." DOJ further stated that: "[ojur policy is not 
to prohibit or discourage financial institutions from providing payment processing services to 
customers operating in compliance with applicable federal and state law, and we are committed 
to tailoring our investigative efforts accordingly. Finally, we will continue to review our efforts 
to minimize any impact and collateral consequences on institutions we are not investigating." 
The DOJ letter has also failed to halt, or slow, the pace of bank discontinuance. In fact, it is 
continuing at breakneck speed. 


11 
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Conclusion 

Bank discontinuance of MSB accounts due to extra-legal regulatory pressure has reached 
epidemic proportions. Notwithstanding the FDIC and DOJ assertions that this activity is not 
ongoing, all indications are that it is, and an entire industry consisting of licensed businesses is 
being threatened with irreparable harm. The only way to halt the impending irreparable harm to 
our industry and to our customers is for the banking regulators to effect an immediate 
moratorium on bank discontinuance. During a moratorium. Congress can engage in considered 
oversight of recent regulatory efforts and their impact on licensed businesses, banks, and 
consumers. Furthermore, regulatory agencies should affirm for the Committee that no regulators 
have or are continuing to pressure banks to cease doing business with licensed and legally 
compliant businesses. Without a moratorium, MSBs will be forced out of business and the 
millions of Americans who rely on them for their financial services will be forced to untraceable 
or underground channels. There, consumers will be preyed upon by illegal, unscrupulous 
providers and long-established U.S. security objectives will be frustrated. 

We appreciate the opportunity to submit this Statement with respect to this very 
important issue. We remain committed to continuing to work with the Committee and all 
interested parties in this regard. 


12 
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EXHIBIT "A” 
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[T^bank 

Sei>*emb8rl8,20I3 



via XIPS Return 

Re; Atxoimts (the “Accounts”) 

Ciosare Ef&ctfve: Oe€e!al}er27,2013 

bi »:cor(toce your Account Terms and Dmditkms, please be advised &at we have eiKisd to close ytm AccoaiSs with 

us> 


The eflfectlve data of cbsure will sot take pkce until the close oflnisiDess 90 (tuneiy) d^s &<»n &e date of this htSsty 

oit DcM^mber 27, 2013, Aocordingiy. unless you choose to close the Accounts prior to &at time, effective at the close of business on 
December 27, 2013, tbe Accounts automatically close and be tenninated. Once the Accounts are closed, you will so bcger be 
able to ctmdui^ any baxdcmg business using the Accoui^ including mtdang deposits or initiating wire truns^. Az^M outs&ndlng 
items pteseoted a^isst dm Accounts will be returaed as unjmid. 

E^ctlve imymedietely. any check, withdrawal, or other iton presented for payment on die Accounts against insuSciest co&»;te<i & 
avaiiabfo foiuis wiU be returned. Therefore, de^itt traos^ must be o^e ];dor to items b^g presented fou* payzneat If dep^t 
iteems consist of cheeky please ensure foat tihese deposits are made well ta advance of airy debit transactlzm to allow suffidest tii^ for 
chetdes to be collected, per foe assigned avallability/float schefoiles related to the Accounts. 

Unless the Company chooses to close the Accounts before the closure date, the Accounts will mitomatically cfose and be terminated 
on December 27, 2013. U S. Bank will not extend this decline . After foe Accounts are closed, foe Company will no longer be able to 
conduct barddng business using foe Acemmts, including making deposits at initiating wire traas&ss. Any outstanding items, including 
cl»sdcs, presented against the Accoums will be returned as unpaid. 

The Coti^^y may close the Accounts before December 27, 2013. To do so, please ceil U.S. Bank Commeraal Customer Service ^ 
800-377-3053. The collected balance in the Accounts, after satisfying any outstandkig service charges / costs » otter oatstandkg 
obtiptioQS, if any, will be available as provided m your Deposit Accenmts Agreem«n (the "DAA’T- Altemativefy, If do not 
foom you before December 27, 2013, U.S. Bank will afoomaticaliy close the Accouste and mail any lenmlnLtg balances to foe 
Company in accordance with foe DAA. 

U.S. Bank reserves all rights and remedies available to it under the Deposit Account Terms. U.S. Sank Services Terms and CondJtfons 


If you havo any questions conceralng th» letter, please do not besit^ to ctmtact me at 513-377-4472. 



Susan B. Whitman 

V?. Relationship Mana^itent 

Commercial Ba^ag Deposit & Payment Solutions 
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ill Bank of Hawaii 

December 6, 2013 


Re: Account Numberfs) ending in- 
Dear Mr. 

Bank of Hawaii has made a business decision to close your above-referenced business deposit 
accounts. The primary reason for this account closure is the Bank’s increasing business 
expenses involved with servicing this type of account for a customer that operates as a money 
service business and/or payday lender. We apologize for any inconvenience this may cause 
you. 

This letter will serve as notice of our intent to terminate the account{s) listed above {collectively, 
the “Checking Account”) on March 6, 2014, pursuant to the Business Deposit Account 
Agreement governing the Account. We believe this will provide you with sufficient time to make 
other arrangements to meet your financial needs. 

With respect to your Business CreditFlex Account No. (the "BCF Account"), please 

be advised that upon the termination of the Checking Account, payments due under your 
CreditLine under the BCF Account (the “CreditLine") and all fees and charges therefore will no 
longer be made by automatic deduction from the Checking Account. Instead, you will be 
receiving a monthly billing statement for your CreditLine, and you will be required to send iri a 
monthly payment to Bank of Hawaii. You will continue to be able to borrow under the CreditLine 
by using Facility Checks, in accordance with the terms and conditions of the Business 
CreditFlex Agreement. Upon the termination of the Checking Account, you will no longer be 
able to borrow under the CreditLine by using Bankoh by Phone or e-Bankoh for Business. 

As we previously discussed in September, the Bank is willing to discuss terming out a portion of 
the CreditLine under the BCF Account. A term sheet of proposed terms and conditions is 
enclosed, and we will be contacting you shortly about the term out. 

If you have any quesfions, concerning this matter, please feel free to contact me at (808) 855- 
2743. 


Sincerely, 

Larry Dressier ^ ^ 

Business Banking Officer 


PO Box 2SOO » Homiuiu, Hi '5S34{<-S000 l»l ' (SOS) « iJOli 
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Bank of America 
P,0. Box 32624 
Chariotce, NC 23232-2624 


Bank of America 


Date 

January 14, 2014 

Customer service 
1 .800.626.2472 


Account information 
b3nkofamerica.com 
/small business 


Your Small Business account will be closed on March 14, 

2014, and we want you to be able lo plan ahead. ahoum ending in; 

We take a proactive approach to reviewing our customers' accounts. Most recently, we 
reviewed the nature of your business in light of current regulatory trends affecting your 
industry. After careful consideration we’ve decided to close your existing Small Business 
checking account listed to the right on March 1 4. 201 4. We are giving you time to prepare. 

If you prefer, you can close your account prior to this date. 

Your Deposit Agreement and disclosures, provided to you when your account was opened, 
state that the account may be closed by you or us at any time. 

What you can expect 

After your closing date of March 14, 2014, we’ll mail you a cashier’s check for the remaining 
balance In your account. The check will be mailed to the address we have on file within 5 
business days of account closure. 

What you need to know 

Any checks you’ve written on your Small Business checking account that are presented for 
payment after the account is closed will be returned unpaid. In addition, your debit card will 
no longer access your account after it is closed. 

If your account is or becomes overdrawn, you must deposit enough cash to bring the account 
to a zero balance 

You’ll want to make other payment arrangements to any merchants or service providers that 
you’re currently paying electronicaiiy through an automated payment. 

If you have a Small Business Credit Card, you will receive a separate notice regarding the 
status of that account. 

Questions? 

Please call us with any questions at 1.800.626,2472. Monday through Friday from 8 a.m. to 8 
p.m. Eastern and Saturday from 8 a m, to 5 p.m. Eastern. 


Bank of America. N.A. Member FDiC 
C 2014 Bank of America Corporation 


ARCVrTN4 
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Bankof America"^ 
Merriii Lynch 


Jaiumry 14. 2014 


RE: Closure of your Bank of America Relationship 


Pursuant to your recent com ei'saiion with your client manaucr. Bank of -America (the "Bank'') has 
determined that it \tishes to close your relationship (accounts and services) in accordance with the 
deadlines outlined below. 

Deposit accounts: When you opened your depo.sit accounts you signed a signature card attd received a 
copy of the bottklet w liich .slated the lerni'. and conditions under which your accounts w iih the Bank 
would operate. Both the signature card and the booklet provide that you or the Bank may clo.se your 
accounts at nnv time, with or without notice. 

1 am writing to advise you that we are closing the following Bank of .kmerica accounts and terminating 
a!! treasury management .services effective February 28. 2014. 


XSNXSX.VX 

xx.xxxxxx 

xxxxx.xn: 

xxxxxxx.x 

On and after that date, we w ill not honor any w iihdrawals. funds transibrs, checks or oiliei tran.siictions 
with re.spcct to the aecounl.s with the exception of any checks as to which we are a holder in due course 
antl which have not been posted against your .lecounis prior to the clo.sure dtiie. 

Please remember to conutci any company that makes electronic debits or credits to your accounts to 
make other arrangenienls. In the nieantiine. we will pay checks and release funds against the accounts 
only upon our verification of .vuificicrii collected and available funds in the aecounl.s. Any checks or 
I'unds tmn.sl'er requests that will result in a negative collected :ind available balance in the ticcounls will 
be returned. 

Shonly after any aceoimi i.s closed, the Bank will send a check to the address of record for the remaining 
positive balance, unless you and the Bank agree on an alternative method of pay mcni. .Any checks or 
other fimds transfer requesi.s received after the clo.sure date will he returned " Account Clo.sed". 

Your obligations under our account agreemeiil. the frea-sury Managemcni Temis and Conditions, and 
any other agreements which arise prior to closure of the accounts will survive the closure. 


Page 1 of 2 
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Jamian 14.2(114 


RE: Closure of your Bank of .America Relaiionship 
Comimied 

We thank you for the opporiunity to serve your business needs in the past and for your prompt attention 
in ihi.s matter. 


Sincerely. 


.Account Clo.sures Team 

Special_FociiS_C!ienl_Ck)Siiresah;inI;ofiinierica.com 
‘)S0.38ik 1.500 


Page 2 of 2 

Bank of Amencs Merfif lynch" is ihe markeiing name foi rtie global banking and global markets businesses erf Barrfi of America Coiporanon, 
Lsndtfig. derivatives ana other commercial banking aciivaies are performed globally by banking affibaies of Bank of Amenca Corporation, 
including Bank of America N A., member FDlC Securtnes. strategic advisory and other invssimenl banking activities are performed glcrfjaliy 
by investment banking affiliates of Bank of Amertcs Comoraiion Clhvesiment Banking Affiliates"), including in the United States. Merrill Lynch. 
Pierce Fenner & Smith Incorporated and Memll Lynch Professional Clearing Cotp., both of which are regisiered broker-dealers and m^Trfiers 
of FINRA and SIPC and, in other iurisdiaions by lw:a«y registered entities Investment products offered by Irwestment Banking Affiliates; Are 
Not FDiC Insured ’May lose Value* Are Noi Bank Guaranteed ^2012 Bank of America Corporation 
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Peoples 

Credit Union 

TKc Community Credit Union 


02/18/2014 


LOCAYiONS 

Corporate Keaik| 0 Qr^n 
9560 Pines Bivd. 
Pembroke Pines, Ft 33024 

BtSaYHE 
11645 Bistcfns Elvd. 
SyitelOi 

NoJibMionB, ft 33 181 

HlfttBH 
8288 W. 33 Avenue 
Bay II 

KM, FI 33016 

6301Bisa3yne 8lvd. 
Miami, a 33138 

MIAMI BEACH 
Mount Sinai Media! Center 
43(K) Alton Kosd 
Miami Sead!,FL 33140 

HOSMMiAsy 
6S8N.E. 124th Street 
North Miami, Ft 331 61 


Re: Account{s) closure 
Deal 

Please be informed that a business decision has been made to dose your account with 
Peoples Credit Union. You have until April 18, 2014, to dose the account, if it is not 
closed by that day, a check will be mailed to the address on file. 


If you have any questions or concerns piease fee! free to contact the Credit Union at 
(954) 704-4100 or (305) 893-4880. 


Peoples Credit Union Management 


caa CENTER 

MIAMi-DADE 
1385 ) 8934880 
3R0WAS0 
( 954 ) 704-4100 


WEB SITE 

¥w«.pcufia.org 


E-MAIL 

cor!focfu5@p«c^.org 
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03/13/2014 10:26 18302337758 

m 

Hancock Bank. 


ACE 

^\^itoeyBank' 


PAGE 


Februaiy 26, 2014 




Subject: Notification of Account ciosure(s} ending in; 

Dear 

We are unable to effectively manage your Account(s) on a level consistent with the heightened scrutiny 
required by our regulators for money service businesses due to the transactional characteristics of your 
business. 

For this reason, please be advised that Hancock Bank) Whitney Bank is hereby exercising Its contractual 
right as set forth in the Terms and Conditions of tiie governing Deposit Agreement to close the above 
referenced Account effective thirty (30) days from the date of this letter. Accordingly^ we request that 
you accept this letter as official notification that Hancock BankjWhltney Bank will no longer host the 
referenced Accounts). Please make the necessary arrangements toestablitii other banking 
relationships so the dosing of this Account(s) will not unduly inconvenience you. 

Any funds remaining in the Accaunt(s} after the thirtieth day wlil be mailed to you at the address listed 
on the Account(s). Gosing of the Acttunt(s) does not release you from the payment of accrued fees or 
for other obligations Incurred before dosing (including obligations incurred In the process of dosing out 
the Ac«junt(s), or for your iiablllty on outstanding Items. 

We expect that this will provide you With sufficient time to move the Account{s| to another tinancia! 
institution 

Your cooperation In this matter is appreciated. 


Respectfully, 


Nycoie Mckissack 



01/81 


Member FDIC 


MSBET 
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Wells Fai^ Bank, N A 

EMCC-3.3.J4 

P.O. Box $104 

Sioux Falls, SD 57117-5104 


Marches, 2014 


Subjwt: Termination of Deposit Account(s) and Treasury Management Relaticinship 
Last 4 di^ts of bccouritCs);' 

DearCustomeri 

Wells Fargo peifonns ongoing reviews of its account relationships in eonnactidn with the Bank’s 
resjkinsibilitiesito oversee ittnanking operationa. After careful review, a busing dcdsion has been coade to 
close your accoimt(sl referenced above end terminate aS related Treasury Mam^ement services (c.g. ACH 
ori^nation serHces) associated with the above accounts. 

We are writing Icoday to let you know that the accountfs) and related Treasury Management services and 
agreements will be terminated on May 6, 2014. We ^oio^zc for any Inconvepence that this change may 
catise you. Plet^e use rhU time period to make ^emative hanking arrangemetlts with another fiiundal 
institution. 

As you make your alternative arrangements, please keep the foQowing in mindi 

• FoUov%ttng closure of the above mentioned accountfs), a cashier^s check for all remaining collected 
and available funds in the referenced accounts) wffl be mailed to the ! ast address of record for your 
company within ten (10) business days of the date U^e account is dose i Uncollected hinds, if any, 
wiQ beTorwarded after collection. Any related products or services asspdated with this account 
also bd dosed. 

• On the account dosure date, monetary transjECtioiis on the acoount($) [will be blocked. *11128 means: 

o UpuntilMay6,20i4,nochecksorotherordersofwithdrav alpresentedforpaymentwill 
be paid unless the account in qaestioo at the time of presents .ent contains sufSdeni 
collected and available hmds to cover die cheeks or orders C7f rithdrawai presented at the 

time. Checks drawn on your account which are present after May 6, 2014 will be returned 
unpaid. 

o If any funds are dkectly deposited to this account, these depokits will no longer be accepted 
after the account is dosed 

o Any automatic pa>'ments from this account will be discontinued as of May 6, 2014. 

If you have anytquestions, please contact your Business relatimiship manager. 

Sincerely, 

C.AlanChudoba 

Business Bankikg Group Risk Manager 


loo/ioo d Lsm 


u zi no2/oi/so 
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Fifth Third Bank 


March 18, 2014 


Dear 

Fifth Third Bank recently performed an industry review to evaluate risk characteristics assodated with 
typical customers as well as industry trends. Such a review can result in decisions to modify policies or 
controls, set concentration limits or exit an industry outside our risk tolerance. 

During recent reviews of the payday lending industry, we have determined that the services provided by 
clients in this industry are outside of our risk tolerance. As such, we will no longer be able to provide 
finandai sen/ices to businesses that operate in that industry. This decision impacts your business and 
will necessitate the closing of your accounts. 

Next Steps 

The complexify of closing your Fifth Third Bank accounts and transitioning services is unique to your 
situation, and Fifth Third Bank is committed to helping you through this transition. This work will need to 
begin immediately. Our intention is to exit the business relationships by June 30, 2014. We understand 
that in some cases, the complexity of services may require a longer exit timeline. 

We will work with you to schedule a meeting in the coming days to formalize the transition plan. 


Sincerely, 


Robert Mangers 
Vice President 



Neil Mesch 
Senior Vice President 


f ifth ! htr4 and Fifih 1 bird Bank itre n:gis!crcd iradcmarks tjf FiOh ITi W Bancorp, 
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Fifth Third Bank 


March 14, 2014 


Dear 


Fifth Third Bank recently performed an industry review to evaluate risk characteristics associated with 
typical customers as well as industry trends. Such a review can result in decisions to modify policies or 
controls, set concentration limits or exit an industry outside our risk tolerance. 

During recent renews of the payday lending industry, we have determined that the services provided by 
clients in this industry are outside of our risk tolerance. As such, we will no longer be able to provide 
financial services to businesses that operate in that industry. This decision impacts your business and 
will necessitate the closing of your accounts. 

Next Steps 

The complexity of closing your Fifth Third Bank accounts and transitioning services is unique to your 
situation, and Fifth Third Bank is committed to helping you through this transition. This work will need to 
begin immediately. Our intention is to exit the business relationships by June 30, 2014. We understand 
that in some cases, the complexity of services may require a longer exit timeline. 

We will work with you to schedule a meeting in the coming days to formalize the transition plan. 


Sincerely, 


Natan Milgrom 

Natan.milgrom@53.com 

216-274-5908 


Bill Burke 

Bill.Burke@53.com 

216-274-5856 


Fifth Third and Fifth Third Bank are registered trademarks of Fifth Third Banawp. 
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FIFTH THIRD BANK 


March 6, 2014 


Dear Mr. 

Fiftii Thind Bank recently performed an industry review to evaluate risk characteristics associated with 
typical customers as well as industry trends. Such a review can result in decisions to modify policies or 
controls, set concentration limits or exit an industry outside our risk tolerance. 

During recent reviews of the payday lending industry, we have determined that the services provided by 
clients in this industry are outside of our risk tolerance. As such, we will no longer be able to provide 
financial services to businesses that operate in that industry. This decision impacts your business and 
will necessitate the closing of your accounts. 

Next Steps 

The complexity of closing your Fifth Third Bank accounts and transitioning services is unique to your 
situation, and Fifth Third Bank is committed to helping you through this transition. This work will need to 
begin immediately. Our intention is to exit the business relationships by June 30, 2014. We understand 
that in some oases, the complexity of services may require a longer exit timeline. 

We will work with you to schedule a meeting in the coming days to formalize the transitbn plan. 


Sincerely, 



Marti Lows Kurt Steves 

Relationship Manager Managing Director 

Fifth Third Bank Fifth Third Bank 

2500 N. Dallas Pkwy, Sts 533 2500 N. Dallas Pkwy, Ste 533 

Plano, Texas 75093 Plano, Texas 75093 

972-543-1369 972-535-0988 

marti.lowe@53.com kurt.steves@53.com 


Hfth Third and Fifth Thi rd Bank are registered trademarks of Fifth Third Bsocorp. 
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P'Aiessio, Edward P 

From: 

Sent: 

To: 

Subject: 


Edward P. D’Aiessio 

Executive Director 

Financfai Service Centers of America 

1730 M Street, NW 

Suite 200 

Washington, DC 20036 

201- 562-1022 (d) 

202- 719-2388 (o) 

201-446-3226 (m) 

From: 

Sent: Wednesday, March 26, 2014 7:21 PM 
To; Ed D'Alessio 

Subject: bank discontinuence: here's my story 

Hello, 

f operate 2 small payday loan stores in San Diego. 1 have been in the business for 15 years. We only do payday loans. I 
had accounts (checking and savings) with Chase for 12 years (average balances 50-80k) and 2 years ago i received a 
call from their regional person explaining to me they were dosing all of my accounts. 

When I asked why she said it was because of the business I am in and they did not want the audit risk. 1 could not believe 
it, as for 12 years, I never had even 1 returned check or any kind of overdraft. 

All our processing is done electronically and these Chase accounts were just for deposits from our processor and for our 
customers to cash checks on our fully funded accounts. So I was just letting 80k sit in those account w/o any interest for 
all those years, being a good bank customer and they booted me out! 


Ed D’Aiessio (edalessio@fisca.orgJ 
Thursday, March 27. ^14 4:15 PM 
D’Aiessio, Edward P. 

FW: bank discontinuence: here’s my story 


That's my story. 
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D'Alessio, Edward P. 


Ed D'Alessio [edaiessio@fisca.org] 

Thursday, March 27, 2014 5:12 PM 
D’Alessio, Edward P. 

FW: MSB Bank issues - Five banks In six years. 


From: 

Sent: 

To: 

Subject; 


Edward P. D'Alessio 
Executive Director 

Financial Serviix Centers of America 
1730 M Street, NW 
Suite 200 

Washington, DC 20036 

201- 562-1022 (d) 

202- 719-2388 (o) 

201-446-3226 (m) 


From: 

Sent: Wednesday, March 26, 2014 5:26 PM 

To:: 

Subject; Bank issues - Rve banks in six years. 

I operate ‘ in Traverse City, Ml. 

I opened the business in January 2008 and by then was already on my third bank, after two had dropped me, since then 
two more have dropped me. i have great credit, and no other issues. In each case i was told the issue was that I was an 
MSB. 

Before opening I met with my banker at Chase Bank. I had a long term relationship with Chase. We were most of the way 
through this when my banker called with the news - Chase will not do business with an MSB, and if my other business' 
were associated with it they would also be dropped after doing business vwth that bank for over 40 years. 

So { moved to Citizen's Bank - who stopped dealing with MSB before I even opened the store. 

So I moved to the Bank of Northern Michigan, part of the Bank of Holland (Michigan) - they stopped doing business with 
MSB after about 7 months. 

So I moved to Nationai City (The ONLY bank i could find locally) and all was well until PNC purchased Nationai City and 
PNC does not do business with MSB’s. 


I 
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So I found a bank out of the remote Upper Peninsula town of Manslique Michigan {2012 population 3047 persons. 
Seriously, took that up) that has a branch in Traverse City Michigan where I am located that does will work with me - so 
far... if I loose that bank I will have to go to a remote deposit bank with a $400/month fee structure and then have to try to 
figure out a way to find actual cash to load my store for operattons. 

So I have been with five banks and only open for six years. 


This e-mait is a confidential communication and may be legally privileged. If it is not clear that you are the intended 
recipient, you are hereby notified that you have received this e-mail in error, and any review, dissemination, distribution, or 
copying of this e-mail is strictly prohibited. If you suspect that you have received this e-mail in error please notify the 
sender by reply to this message and then please delete this e-mail. 


2 
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D'Alessio, Edward P. 


Ed D’Alessio [edalessio@fisca.org3 
Thursday, March 27, 2014 5:44 PM 
D'Alessio, Edward P. 

FW: Bank Discontinuance for MSB's 


From: 

Sent: 

To: 

Subject: 


Edward P. D'Alessio 

Executive Director 

Financial Service Centers of America 

1730 M Street, NW 

Suite 200 

Washington, DC 20036 

201- 562-1022 (d) 

202- 719-2388 (o) 

201-446-3226 (m) 

From; 

Sent: Thursday, March 27. 2014 4:17 PM 
To: Ed D'Alessio 

Subject: Bank Discontinuance for MSB's 
Dear Mr. D'Alessio, 

lama ■ iwner in Tampa, Florida since 2006. This email is in response to. 

Since opening our MSB - three banks have canceled our accounts. In addition to the two most recent 
listed below - in 2007, Bay Cities Bank and in 2010 Wachovia (now Wells Fargo). 

Most recently, we had three accounts with Bank of America. In a letter dated January 14, 2014 from 
Bank of America, we were notified that our small business (MSB) would be closed on March 14, 

2014 giving us two months to obtain another MSB account with another bank. We immediately ’ 
started visiting and calling every bank and credit union in the Tampa Bay area and we were turned 
down by every banking institution. We were able to obtain a bank in California (Merchants of CA), but 
because they are not local we are forced now to use their courier service which is very costly as we 
are not a high volume MSB. 

On January 22, 2014, we opened a general business account with GTE Financial just to pay our 
utility bills, etc and obtain monetary change when needed. We were up front with the Manager when 
we requested the account and told him that we are an MSB and on March 21 , 2014 we received a 
letter from GTE Financial closing our account effective March 31, 2014 - leaving us only 5 business 
days to obtain another account. They stated it was being closed due to the fact that we are an MSB. 
We called immediately asking why was the account opened then in the first place, as we were up 
front with them initially. Again, we called every bank and credit union in the Tampa Bay area and all 
turned us down for just a small business account. 

We hope that you can help MSB's with this dire and ridiculous situation. We plan to contact the State 
of Florida Banking Commission, our State Representatives and Congressman, etc, as well. 


Sincerely, Owner 
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D’Alessio, Edward P. 


Ed D’Alessio {edalessio@fisca.org3 
Thursday, March 27. 2014 5:43 PM 
D’Alessio, Edward P. 

FW: From Calvin (Cash Plusffi31) Dover DE 


From: 

Sent: 

To: 

Subject: 


Edward P. D’Alessio 
Executive Director 

Financial Service Centers of America 
1730 M Street, NW 
Suite 200 

Washlr>gton, DC 20036 

201- 562-1022 (d) 

202- 719-2388 (o) 

201-446-3226 (m) 

From: > 

Sent: Thursday, March 27. 2014 4:12 PM 

To: Ed D'Alessio 

Cc: 

Subject: From 

3/27/2014 
Mr. Alessio, 

My name is ; based in Dover, DE. I have recent bought in ; 

My business is also located in Dover De, the construction is all completed and almost ready for 
btisiness but the only thing that’s stopping me to do so is opening a MSB business account at the bank. 

My partner and I currently own and operate various businesses such as restaurant, liquor store, multiple 
franchises such as papa Johns and Verizon wireless in different states (DE, MD, PA, AL) never had any issues 
to open up business accounts. Then we had an idea of getting into Money Servicing Business, since I had 
worked in corporate bank for more than eight years. 1 might say that i might have a better knowledge of the 
(rules, regulation, compliance related issues and more) than some. Well to make long story short. 

We decided to get into this business not as a mom and pop shop doing check cashing in any of our stores but get 
involved with ‘ , since they have been in business for more than 29 years and 

running, with a great knowledge and experience the company has to provide, most importantly they have a great 
BSA/AML procedures and policies that we follow. So that been said Late last year the project began, the first 
thing we did was contact our PNC Bank that we currently have business relationship for many years. Told them 
we need to open up a new business account for the new venture, they were more than glad but when we said it 
need to be set as a MSB account the atmosphere changed. Saying • we don’t open any MSB accounts and 
also said that, the once we have are also slowing closing down. I asked WHY? They say it’s too risky, I 
requested to please explain, and then they said well a lot of this check cashiers (Gas Station, convenient store 
etc.) are not licensed or registered as a MSB on Fincin. Then my question was what about the once that ai'e 
registered? And all they said is but we also don’t have the manpower for tlie compliance department to 
handle this type of business and then all I felt like I was just talking to a wall because they dint want to hear any 
other word about MSB. Well this was just PNC Bank part. 

Then I went to Wells Fargo Bank they said “yes” we do service MSB account, but our slots for the last quarter 
is completed but come 1 ^ quarter of this year a new slot will open, so they told me lets open a general business 
account with my corporate name and EIN number, so come 1®^ quarter we shall either convert this account or 

1 
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just set a new account. I said fine and got tiling started, and then I got busy with my store construction and 
other thing. Now came the !*' quarter, so later part of Fdiru^, I called Wells Fargo since no one called me, the 
same person I spoke to last year now says well Wells Fargo has d«:ided not to open up new MSB account 

period And says almost the same tilings that PNC Bank told me before, Well since then I have been 

calling and talking face to face with multiple bank th)in( East to West) and (North to South) everyone says “no” 
with a little twist in the story. Some say you have to be in the MSB business for at least 3 years to open a new 
account and the once that tliey already have has been grand fathered in. 

I could list all the name of the bank and number and also the people’s names that I spoke to in those banks, but 
that will take good 2 or 3 additional pages, if they is any information you would like to get from me, just send 
any email or call at . Last thing I need to point out is that due to this big issue regarding, not 

being able to open a MSB account, I have already invests! more than $ 1 00,000.00 in the project which is 
standing still and also the potential employees are still without a job. On a personal note we are trying to grow 
the business and also pro\ide jobs locally and most of all help our potential customers with the financial needs. 

I hope this matter is seriously taken, since this is for sure hurting small business group like us. 

Thank you. 
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Sir, 

My name is and I am a .1 opened my check cashing business in May 

of 201 3 after working very closely with my local Bank of America representative. We had many 
conversations where I explained how important having an MSB account was. He worked with me over 
several months and I believe he was as excited as I was when he informed me I had been approved for 
an MSB account. I had told him that I had invested most of my personal retirement fimds into this 
business. Once we opened for business, the Bank of America compliance dept, requested information 
frequently, and I submitted each and every document, procedure or manual in a timely manner. We 
received notice in August of 2013, barely 90 days after opening our account and our business, that we 
had 90 days to find another financial institution because our account was being closed. Bank of 
America had to know how difficult that would be, it took them over 5 months for them to grant me an 
account. I had invested over $300,000.00 of my retirement savings into this business and faced losing it 
all if I couldn't establish an MSB account in under 90 days. Not only that, Bank of America had 
required a security instrument in the form of a CD in the amount of $32,000.00, which they refuse to 
release for one year. This has created a hardship on my business as that is working capital that I am 
unable to use. Fortunately 1 was able to find another bank. Merchants Bank of California. They also 
required a security instrument tying up even more capital. One of the reasons I sought a Bank of 
America account is that they have branches in my city, my new bank is located completely across the 
country. This creates a logistical nightmare, and significantly higher costs of doing business. When I 
was notified that Bank of America was terminating my account I inquired at both the local and 
corporate level as to why. I stressed that if there was a compliance issue or deficiency I needed to know 
so that it could be corrected. At each level they refused to give a reason as to why the account was 
being closed. I feel if a bank wishes to terminate a clients account it should be mandatory that they at 
least inform the account holder why, and give a reasonable amount of time (equal to the average 
amount of time it takes them to approve new MSB customers). 

Sincerely, 
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Jufaject: Thank You 


jentiemen, thank you for taking the time to update us on Friday. 

n spite of the strange market and excessive scrutiny, you have done very well, 
longratulations. 

wanted td thank yoii for your loyalty, 
know you had options other than 
hanks for staying with us. 

ased on your performance, there's NO WAY we SHOUU>N'T be a credit provider, 
•ur only issue is, and it has always been, the space in which you operate, 
has never been the service that you've provided orthe way you operate, 
ou've obviously done a brilliant job. 
is the scrutiny that you, AND NOW THAT WE, are under. 

Je'd like to stay in touch, 
promise we will keep an open mind, 
hanks again. 


teoBBoessss 

cecutive Vice President and Manager 



1 
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D'Alessio, Edward P. 


Ed D'Alessio [edaless!o@fisra.cM-g| 
Wednesday, March 26. 2014 5:34 PM 
D'Alessio. Edward P. 

FW: 


From: 

Sent: 

To: 

Subject: 


Edward P, D'Alessio 

Executive Director 

Flnanciai Service Centers of America 

1730 M Street, NW 

Suite 200 

Washington, DC 20036 

201- 562-1022 (d) 

202- 719-2388 (o) 

201-446-3226 (m) 

From: 

Sent: Tuesday, March 11, 2014 4:57 PM 
To: Ed D'Alessio 

Subject: FW: Bank Discontinuance 


From; 

Sent: 

To: 

Subject: 

FYi 

1 had a small check cashing business with 2 locations in CT for the last 2 years. I say had because I have recently turned 
in my licenses to the state and have closed the company. Our accounts were terminated by 2 different banks while we 
were open. Their explanation was simply we are no longer dealing with MSB's. 

I had tried to locate another bank for our MSB account for 6 months and simply could not find on© with reasonable fees 
that would open an account for a MSB, 

Regards 


CONFIDENTIALITY NOTICE: This email transmission (and/or the attachments accompanying it) may contain ieaaily 
privileged and confidential information, and is intended only for the use of the individual or entity named above. If you are 
not the intended recipient, you are hereby notified that any dissemination, disclosure, distribution or copying of this 
communication is strictly prohibited. If you have received this communication In error, please promptiy notify the sender by 
reply email and destroy the original message. 

Original Message 


i 



267 


D'Alessio, Edward P. 


From: 

Sent: 

To; 

Subject: 


Ed D'Alessio [edalessjo@fisca.org] 
Thursday, March 27. 2014 4:00 PM 
D'Alessio, Edward P. 

FW; bank closure 


Edward P. D'Alessio 
Executive Director 

Financial Service Centers of America 
1730 M Street, NW 
Suite 200 

Washington, DC 20036 

201- 562-1022 (d) 

202- 719-2388 (o) 

201-446-3226 (m) 

From: 

Sent: Thursday, March 27, 2014 11:17 AM 
To: Ed D'Alessio 
Subject: bank closure 

Good Morning 

I am writing this to tell you of 2 different bank closures that I have experienced, i own • . store in 

Toledo OH and approx 18 months ago I set up a checking account with Bank of America. After going through several 
hours of paperwork and required forms they informed that I was approved for a new checking account. When 1 went 
Into BOA to sign the paperwork they told me that sometimes they require a reserve to maintain the account and told me 
that this amount would be approx $1000-S3000. I was ok with that and proceeded to order my checks etc. After approx 
30 days 1 got a certified letter from BOA stating that I would have to pay them $30000 to keep the account open or it 
would be closed immediately. I called their MSB department and the told me that after the account is open it is 
reviewed and then determined what the reserve would be. After I told her that ! was told the reserve would be $lk-3K 
and this amount would put me out of business, her response was she shouldn't of told you that. Also she informed me 
that the $30,000 would be held indefinitely or 1 year after I closed the account. Fortunately 1 was also in the process of 
opening another account before I went to BOA and was able to get the account opened pretty quickly and not have the 
account closed. The reason that I was looking to open a new checking account with Bank of America was because 1 had 
received a letter from Huntington Bank the summer of 2012. 1 was dealing with HNB for over 3 years with no problems, 

I complied with all information they had requested during that period and maintained a substantial amount of money in 
that checking account. Then in early summer of 2012 i received a certified letter from Huntington Bank claiming they 
were no longer going to service MSBs and that I had 30 days to close the account. My store has been open for 

over 6 years and have never bounced a check or not complied with anything that any bank has requested and in my 
opinion we are being treated unfairly on this issue. Last year I had an MSB audit with the IRS and asked the agent about 
this and he claims that he did not know or understand why the banks were closing MSB checking accounts but that the 
IRS didn't have anything to do with it. As far as I can tell there isn't a local bank in Northwest Ohio that will do business 
with an MSB. 


1 
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To Whom It May Concern March 30, 2014 

Re: Bank Discontmuance 

When my wife and I first moved to Jacksonville, Florida, we were very excited about 
opening our first business. After a lengthy search in 2005, we decided on a Franchise 
called . a Money Service Business, providing Check Cashing, Payday advance, 

Western Union and simite services from a retail service center. We liked the customer 
service and marketing aspects, and felt that we'd enjoy helping folks who need help, while 
the Franchise would help provide direction with compliance and operations. 

Since then, we’ve worked hard within our community, contributing through volunteer 
work and donations while having a mutually respectfol relationship with our customers 
and employees. Of course, it’s been difficult in many ways, but I can’t imagine any 
business, especially starting from no customer base, is easy. We quickly found out that, in 
the MSB industry, even if you have a credit rating within the top 99,9% of the country, it’s 
nearly impossible to get a loan, or credit card, connected to the business. 

A larger issue that stands out, above and beyond the typical every day challenges that 
we’ve faced, has been keeping a bank account open, which is essential to service out 
customers. Even though ail of our activity is compliant with the banks policies, Federal, 
State and local regulations, we have had at least 6 different banks close our business 
account over the years. When I begged for a reason on why this happened, I've been told 
our business is too risky, too costly, or they ate simply ‘getting out of the MSB’ market. I 
can understand that there are some bad apples out there, that have not followed the Patriot 
ACT, FiSCA guidelines, or other Money Service Business regulations, but I myself have 
kept my business fully compliant and have worked very hard to stay in great standing, and 
have received excellent reviews and audits from both Federal and State level regulators, 
our Franchisor, and every bank and vendor we’ve worked with over the years (backup 
documentation included). 

The most recent experience has been with the closing of aU four of our MSB Bank of 
America (BOA) accounts, which we had used for over 5 years. We have a great 
relationship with BOA’s Assistant Vice President of Small Business Banking and Client 
Development Group and our Client Manager, John E. Winiewicz, along with a great 
rapport with the Vice President at the Regency Square BO.A branch and several levels of 
management and employees at some local branches here in Jacksonville, Florida. 
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We have several letters from BOA’s compliance department, which are sent out every year 
when they complete their annual reviews of their MSB’s, indicating that they were always 
satisfied, or overly-satisfied, with the MSB documentation we provided. 

On January 14, 2014, 1 received an email from John Winiewicz indicating that I would get 
a letter from BOA and that they are dosing all four of our MSB accounts by the end of 
February. I received that letter shortly after. I asked John if I can get some more time, than 
only 1.5 months, since finding a bank account which can service our needs in Jacksonville 
is a difficult and timely task, especially in the middle of Tax Season, but he said no. BOA 
had also dosed my BOA credit card account years ago because I was related to an MSB, 
which also had always been in great standing, and always paid. 

BOA had no problem keeping my personal accounts and my software business accounts 
open, since they were not related to the MSB industry. 

Further, John indicated to me that the MSB accounts were being dosed because it was too 
costly to oversee the account and reporting necessary, however, if you read the attached 
emails from August 201 3, just prior to the closing of my accounts, John told me that BOA 
was doing a survey and asked some questions regarding payday lending percentages and 
payback habits, so it’s difficult to determine what the real reasons are. 

By writing this letter and providing detailed backup documentation. I’m hoping to provide 
some more visibility to the issue, so we can take a close look at why banks are really 
discontinuing accounts for MSB’s, who are fully transparent and compliant, and keep their 
bank accounts in very good standing. 

We provide our customers a valuable and honest service. They like us, and tell us that all 
the time. Our services are convenient, and there is a value that we can provide above and 
beyond any other industry, as indicated by our industries high customer satisfaction scores 
across the country. 

Again, I understand that there may be some others out there that have not properly run 
their MSB’s and this can reflect badly on the banks and our industry, but this seems to be 
no different than other types of bank accounts, which certainly have the same challenges of 
managing the accounts based on that customers individual account performance, and not 
the industry they are in. 

I’ve included contact names and backup documentation for your review. Please do not 
hesitate to contact me for further information. 


Sincerely, 
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D'Alessio, Edward P. 


From; Ed D'Aiessio [edaiessio@fisca.orgj 

Sent: Tuesday, April 01. 2014 10:11 AM 

To: D'Alessio. Edward P. 

Subject: FW: RE: RE: 


Edward P. DAIessio 
Executive Director 

Financial Sen/ice Centers of America 
1730 M Street, NW 
Suite 200 

Washington, DC 20036 

201- 562-1022 (d) 

202- 719-2388 (o) 

201-446-3226 (m) 


From: 

Sent; Tuesday, April 01, 2014 10:01 AM 
To: Ed DAIessio 
Subject: Re: RE: 


Ed, 

! want to share a situation that sums up the horrendous banking relationships with our industry. I am selling a 
store in Dover, The buyer already has had one license for 15 years with Fulton Bank. I might not be able to sell 
the store for the Bank will not open up a new account. Then I suggested he buy my store as a branch office 
and use his existing account. They won’t let him do that either! 


1 
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Independent Community 
Bankers o/America* 


April 8, 2014 

Community Bank Regulatory Relief Will 
Grow Economy and Create Jobs 


On behalf of the nearly 7,000 community banks represented by ICBA, thank you for convening 
today's hearing on “Who’s In Your Wallet; Examining How Washington Red Tape Impairs 
Economic Freedom.” Community banks nationwide have identified regulatory burden as a top 
concern and impediment to their viability and ability to provide credit in their communities. We 
welcome this opportunity to submit ICBA’s statement for the record. 


America’s nearly 7,000 community banks are critical to the prosperity of the U.S. economy, 
particularly in suburban and rural communities. Providing 60 percent of all small business loans under 
$1 million, as well as customized mortgage and consumer loans suited to the unique characteristics of 
their local communities, community banks are playing a vital role in ensuring the economic recovery 
is robust and broad based, reaching communities of ail sizes and in every region of the country. 


ICBA “Plan for Prosperity” Outlines Regulatory Relief Recommendations 

In order to reach their full potential as catalysts for entrepreneurship, economic growth, and job 
creation, community banks must have regulation that is calibrated to their size, lower-risk 
profile, and traditional business model. A one-size-fits-all regulatory system for the banking 
sector is tremendously detrimental to community banks and the local economics they serve and 
support. Working with community bankers from across the nation, ICBA has developed its Plan 
for Prosperity, a platform of legislative recommendations that will provide reasonable and 
meaningful relief for community banks and allow them to thrive by doing what they do best - 
serving and growing their communities. By rebalancing unsustainable regulatory burden, the 
Plan will ensure that scarce capital and labor resources arc used productively, and not sunk into 
unnecessary compliance costs, thus allowing community banks to better focus on lending and 
investing that will directly improve the quality of life in our communities. Each provision of the 
Plan was crafted to preserve and strengthen consumer protections and safety and soundness. The 
Plan for Prosperity is attached to this testimony. 

ICBA is grateful to this committee for advancing many key provisions of the PFP. To date this 
committee has passed seven bills that contain PFP provisions, be they single provision bills or 
multiple provision bills. Four of those bills have gone on to pass the full House. We encourage 
this committee to continue its consideration of community bank regulatory relief legislation, in 
particular the CLEAR Relief Act (H.R. 1 750), introduced by Rep. Blaine Luetkemeyer, himself a 
former community banker, which contains many of the provisions discussed in this statement. 




One Mission. Community Bonks. 
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New Empirical Study Illustrates Regulatory Impact 

While we have recommended specific regulatory relief measures in our Plan for Prosperity, the 
problem is a cumulative one. As regulations have accreted steadily over the past few decades, 
they are rarely removed or modernized, resulting in a redundant and sometimes conflicting 
burden. 

ICBA is grateful to the Mercatus Center for producing a high quality empirical study on the 
impact of recent regulations on community banks.* The study, which is based on a survey of 
survey of approximately 200 community banks in 4! states with less than $10 billion in assets, is 
largely consistent with what we’ve heard firsthand from community bankers across the country. 
Broad findings from the study include: 

• Additional costs. Approximately 90% of respondents reported that compliance costs have 
increased since Dodd-Frank. 83% reported that they had increased by more than 5%. 
(Because the survey question does not capture cost changes of magnitude greater than 5%, 
costs could have increased by a much higher percentage, as anecdotal accounts suggest.) 

• Outeide consultants. More than half of surveyed community banks (51%) anticipate 
engaging with outside consultants in connection with Dodd-Frank, and an additional 21% are 
unsure. 

• Additional compliance personnel. Dodd-Frank has caused respondent banks to hire 
additional compliance/legal personnel. 27% of respondents plan to hire additional 
compliance/legal personnel in the next 12 months, and an additional 28% are unsure. The 
survey also finds that employees not exclusively dedicated to compliance, including CEOs 
and senior managers, are forced to spend more time on compliance issues. 

• Dodd-Frank is driving consolidation. 26% of respondents anticipate that their bank will 
engage in merger activity in the next five years, and another 27% are unsure. 94% of banks 
anticipate further industry consolidation. 

Overall, new rules comprise a significant new burden for community banks and will negatively 
impact their customers. In addition to providing empirical analysis, the study reports narrative 
comments provided by survey respondents at their discretion. Here are a few examples: 

• “This piece of regulation is written so unclearly with so many trip wires that serve no benefit 
to customers that we anticipate not offering a mortgage product.” 

• “We don’t have the number of employees or the financial resources to keep up with Dodd- 
Frank and [its] rules ... Why make it harder for community banks to do business and survive? 
We fill a niche that larger banks can't and won’t.” 


^ "How are Small Banks Faring Under Dodd-Frank?" Hester Peirce, Ian Robinson, and Thomas Stratmann. Mercatus 
Center Working Paper. February 2014. 


One Mission. Communitv Bonks, 
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• “Community banks that know their customers will struggle to be able to continue to lend to 
good, long-term customers.” 

• “Many concerned, conscientious community bankers are selling out or just retiring due to the 
maddening pace of illogical & unnecessary regulation. Not one of the regulations we’ve seen 
would have done anything to prevent the 2008 collapse.” 

These comments, offered anonymously by bankers charged with real world implementation of 
the new rules, illustrate how increasing regulatory burden is fundamentally changing the nature 
of the business of community banking. 

This statement will include more empirical findings from the Mercatus Center study in the 
context of specific regulations discussed below, beginning with our recommendations to preserve 
community bank mortgage lending. 

Plan for Prosperity Mortgage Reform for Community Banks 

Every aspect of mortgage lending is subject to new, complex, and expensive regulations that will 
upend the economics of this line of business. These regulations have been enacted in response to 
the worst abuses of the pre-crisis mortgage market - abuses in which community banks did not 
engage. 

Key provisions of the Plan for Prosperity are designed to keep community banks in the business 
of mortgage lending. The Plan for Prosperity focuses on those reforms that will have the greatest 
impact and arc ripe for enactment, including: 

• “Qualified mortgage” safe harbor status for loans originated and held in portfolio for the 
life of the loan by banks with less than $10 billion in assets, including balloon mortgages; 

• Exempting banks with assets below $10 billion from escrow requirements for loans held 
in portfolio; 

• Increasing the “small servicer” exemption threshold to 20,000 loans (up from 5,000); and 

• Reinstating the FIRREA exemption for independent appraisals for portfolio loans of 
$250,000 or less made by banks with assets below $10 billion. 

ICBA appreciates the CFPB’s efforts to accommodate community banks in their recent 
rulemakings. However, we believe that it did not go nearly far enough in providing for needed 
tiered regulation, as does the Plan for Prosperity, that will preserve the role of community banks 
in the mortgage marketplace. 

Community banks represent approximately 20 percent of the mortgage market, but more 
importantly, much of this mortgage lending is concentrated in the small towns and rural areas of 


161 5 L Street NW, Suite yuO, Wasnmgion, Pc 20036 ■ 202-659-81 1 1 
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our country, which are not effectively served by megabanks. As the FDIC Community Banking 
Study showed, in one out of every five counties in the United States, the only physical banking 
offices are those operated by community banks." 

Community banks have a starkly different business mode! than that of larger mortgage lenders, 
which are driven by volume and margins. Community banks, by contrast, are relationship lenders 
with deep roots in their communities. Their mortgages are well underwritten because they know 
their customers, their businesses or employers, and the local economic conditions. The strength 
of their underwriting is confirmed by Federal Reserve data. In recent years, the delinquency rate 
of mortgages held by community banks never exceeded 4 percent, compared to 22 percent for 
fixed rate subprime mortgages and 46 percent for subprime variable rate mortgages. In fact, 
community bank mortgages have outperformed fixed rate prime loans, thought to be the best 
perfonning category of all loans.^ New mortgage rules for community banks are unwarranted. A 
host of new, expensive, complex, and unworicable mortgage rules will only drive further industry 
consolidation until we are left with only a handful of mega-mortgage lenders. That outcome 
would only decrease competition and increase systemic risk in the mortgage and housing 
markets. 

A chief characteristic of community bank mortgages in small and rural communities is that they 
are often collateralized by unique properties without adequate comparable sales and don’t fit the 
inflexible requirements of the secondary market. In addition, the borrowers may be fanners or 
small business owners whose debt-to-income ratios fall outside of secondary market parameters, 
despite their personal net worth and means to repay the loan. Large lenders shun such loans 
because they don’t fit their automated underwriting models and require first-hand assessment of 
the property and the borrower. Only community banks are willing to extend credit to such 
borrowers, often through the use of balloon loans held in portfolio. Because holding a fixed rate 
1 5 year or 30 year mortgage on the books would expose a community bank to unmanageable 
interest rate risk, these loans are made typically for 3 or 5 years, and repriced and renewed when 
they come due. Community banks have safely made balloon mortgages for many decades. 

In a recent survey of community banks, 50 percent of respondents indicated they hold all of their 
mortgage loans in portfolio, and 72 percent of respondents hold at least half of their mortgage 
loans in portfolio.'^ While secondary market sales are a significant line of business for an 
important segment of the community banking industry, ICBA estimates that community banks 
under $10 billion in assets may hold as much as $412 billion in balloon payment mortgages for 


^ FDIC Community Banking Study. December 2012. 

^ "Community Banks and Mortgage Lending," Remarks by Federal Reserve Governor Elizabeth Duke. Novembers, 
2012 . 

ICBA Mortgage Lending Survey, September 2012. 
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as many as 5.5 million borrowers.^ For many community banks, portfolio lending is a function of 
the types of mortgages they underwrite - mortgages that cannot be securitized. 

Another function of community bank customized underwriting is that the loans often meet the 
regulatory definition of “higher priced mortgage loans” (HPML). Because these loans cannot be 
securitized they must be funded through retail deposits which include higher cost certificates of 
deposits, and this results in a higher interest rate. The regulatory definition of IIPML is heavily 
weighted toward the pricing that Fannie Mae and Freddie Mac set based on their ability to access 
capital and funding markets that are not available to community banks. In addition, in today’s 
historically-low interest rate environment, it is more likely that a reasonably-priced loan will 
meet the Federal Reserve’s definition of “higher priced.” Almost half of survey respondents (44 
percent) said that more than 70 percent of their loans fell within this definition of “higher 
priced.” 

This lending model - customized balloon loans held in portfolio and, due to a higher cost of 
funds, priced higher than securitized loans - has worked well for decades and is a proven private 
market solution that serves certain borrowers and communities that cannot access the secondary 
market, if this lending model is made infeasible by new regulation, rural borrowers will have no 
place to turn and will be deprived of credit. The communities they live in will stagnate. 

This community bank model of providing mortgages and making home ownership possible to 
those who, in many cases, would have no other option is under direct threat because the loans 
share superficial characteristics with subprime loans such as balloon terms and relatively high 
rates - loan terms that have been targeted by new mortgage regulation. The new ability-to-repay 
regulations will expose lenders to litigation risk unless their loans meet the definition of 
“qualified mortgage.” 

Similarly, “higher priced” loans - even when that pricing Is aligned with the lender’s cost of 
funds, risk, and other factors - are excluded from the conclusive presumption of compliance (or 
“safe harbor”) protections under “qualified mortgage” and instead carry only a “rebuttable 
presumption of compliance,” a much weaker protection which exposes the lender to 
unacceptable litigation risk for the life of the loan. HPMLs are also subject to escrow 
requirements, which many community banks cannot comply with. We appreciate that the CFPB 
adopted a higher price trigger for the safe harbor for community bank loans - 3.5 percent above 
average prime rate offer (APOR) - though we remain concerned that even this higher trigger 
docs not fully capture a community bank’s cost of funds. 


^ This estimate is based on recent call report data which shows that community banks under $10 billion in assets 
hold a total of $550 biiiion in residential 1-4 family mor^ages. Assuming that balloon payment mortgages account 
for 75% of community bank mortgages assets, which Is consistent with survey results, the result is $412 billion in 
balloon payment mortgages. Assuming an average loan balance of $75,000, the result is 5.5 million borrowers. 
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The QM rule poses a daunting challenge, is changing the way that community banks lend, and 
reducing access to credit in our communities. According to the Mercatus Center study, 56% of 
respondents reported that the QM rule will have a significant negative impact on mortgage 
lending. An additional 29% report that these factors will have a slight negative impact. 

CFPB “small creditor” accommodations do not go far enough 

The final QM rule makes accommodations for “small creditors,” defined as banks that originate 
fewer than 500 mortgage loans annually and have less than $2 billion in assets. Loans originated 
and held in portfolio by small creditors receive QM status - provided they meet a number of 
limiting conditions and subject to a prescriptive compliance analysis. However, the small 
creditor accommodations do not go far enough, for example, for a balloon loan to qualify for a 
small creditor QM, the bank must have made at least 50 percent of its first lien mortgages in 
rural or underserved counties under unreasonably narrow definitions of “rural” and 
“underserved.” According to an anonymous community banker quoted in the Mercatus Center 
study: “I am located in a county listed as an MSA, and while i watch a com field and grain bins 
from my window, 1 can’t be considered a rural bank. It makes no sense.” Though the CFPB has 
suspended application of the rural definition for small creditoi^ until 2016, this deferral does not 
provide community bankers with the certainty required for long-term business planning. In 
addition to balloon loans, small dollar loans, which are common in many parts of the country for 
purchase or refinance, face an unreasonably low ceiling on closing fees in order to qualify under 
the current QM rule.^ 

Finally, the QM rule requires a very prescriptive and fully documented analysis of the 
borrower’s income and debt, which is particularly difficult for first time homebuyers. All of the 
above hurdles apply even under the broader terms available to “small creditors.” Community 
banks need a solution that will provide for more clarity and simplicity in QM designations 
without tortuous analysis. 

In addition, many banks that fail either the loan volume or the asset test or both of the 
small creditor definition are in fact community banks with all the characteristic features 
including local deposit funding, narrow footprint, personalized service, and specialization in 
traditional products and services. What’s more, the loan volume test is not consistent with 
the asset test. A $400 million ICBA member bank, well below the “small creditor” 
threshold, has an annual loan volume which, while variable from year to year depending on 
demand, is uncomfortably close to the 500 loan threshold. Under the current rule, this 
community bank has no incentive to increase its loan volume and thereby lose its small 


® The fee cap is applied on a sliding scale. A loan between $60,000 and $100,000, for example, would face a $3,000 
cap, which is not feasible for a community bank. 
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creditor status. While we don’t have data comparing loan volume to asset size, we do not 
believe this bank is atypical. 

Plan for Prosperity Solution: ‘‘Qualified Mor^ge” Status for Community Bank Portfolio 
Loans 

The Plan for Prosperity solution to this new regulatory threat is reasonable, simple, 
straightforward and will preserve the community bank lending model described above - safe 
harbor “qualified mortgage” status for community bank loans held in portfolio, including balloon 
loans in rural and non-rural areas and without regard to their pricing. When a community bank 
holds a loan in portfolio it holds 100 percent of the credit risk and has every incentive to ensure it 
understands the borrower’s financial condition and to woric with the borrower to structure the 
loan properly and make sure it is affordable. Withholding safe harbor status for loans held in 
portfolio, and exposing the lender to litigation risk, will not make the loans safer, nor will it 
make underwriting more conservative, it will merely deter community banks from making such 
loans in the many counties that do not meet the definition of rural and where a bank’s cost of 
funds results in “higher priced mortgages.” Many community banks will be forced to make a 
risk-reward calculation to determine whether they will continue providing mortgage financing in 
their communities. 

Plan for Prosperity Solution: Escrow Requirement Exemption for Community Bank 
Portfolio Loans 

Escrow requirements for property taxes and insurance are an additional deterrent to community 
bank mortgage lending. Loans held in portfolio by community banks should be exempt from 
such requirements. When loans are held in portfolio, lenders have every incentive to protect their 
collateral by ensuring that tax and insurance payments are current. The escrow requirement for 
higher priced loans is unnecessary, impractical, and a significant expense for a community bank. 
A large majority of community banks do not currently escrow because of the cost and requiring 
them to do so will only deter them from making higher cost loans. In a September 2012 ICBA 
survey of more than 430 community banks, 55 percent of the bankers stated they decreased their 
mortgage business or completely stopped providing higher-priced mortgage loans due to the 
expense of complying with escrow requirements for higher priced mortgages that took effect in 
2010. Many community banks do not have the resources to do it in house. Outsourcing escrow 
services may not be an affordable option either. For third party servicers it is simply not 
economical to offer escrow-only services, not packaged with other services, to low volume 
lenders. The Plan for Prosperity calls for an exemption from escrow requirements for community 
bank loans held in portfolio. 
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Introduced Legislation 

ICBA is very pleased that portfolio loan relief has been included in four bills introduced in 
the House. 

• The Protecting American Taxpayers and Homeowners Act (H.R. 2767), introduced 
by Chairman Jeb Hensarling and Representative Scott Garrett, would provide QM 
status to any mortgage originated and held in portfolio; among other mortgage 
reform provisions. 

• The CLEAR Relief Act (H.R. 1750), noted above, would grant QM status to 
mortgages originated and held in portfolio for at least three years by a lender with 
less than $10 billion in assets; among other mortgage reform provisions. 

• The JOBS Act (H.R. 4304), introduced by Rep. Steve Scalise (R-LA), incorporates the 
CLEAR Relief Act in full; among other provisions. 

• The Portfolio Lending and Mortgage Access Act of 2013 (H.R. 2673), sponsored by 
Rep. Andy Barr (R-KY), would grant QM status to any residential mortgage loan 
held in the originator’s portfolio. 

Plan for Prosperity Solution: Small Servicer Exemption 

The relationship lending model, so important to community banks, extends beyond underwriting 
to servicing. Community banks frequently service the loans they originate, whether they are held 
in portfolio or sold into the secondary market. For community banks that sell their loans, 
retention of servicing is important to maintaining long-term relationships with customers and the 
opportunity to meet their future banking needs. 

The community bank practices tliat strengthen underwriting and result in better loan performance 
also produce stronger servicing. Bankers that know their customers and the economic trends in 
their communities can better anticipate borrowers’ potential difficulties and intervene early and 
effectively. As is true with underwriting, the data clearly show that community bank serviced 
mortgages perform better. Public policy should keep community banks in the business of 
servicing mortgages and deter further consolidation among servicers. 

In this regard, community banks are deeply concerned about the impact of servicing standards 
that are overly prescriptive with regard to the method and frequency of delinquent borrower 
contacts, reducing community banks’ flexibility to use methods that have proved successful in 
holding down delinquency rates. Examples of difficult and unnecessary requirements include 
new monthly statements; additional notices regarding interest rate adjustments on ARM loans; 
rigid timelines for making contacts that leave no discretion to the servicer; and restrictions on 
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forced placed insurance. Community banks’ small size and local presence in the communities 
they serve make many of these requirements unnecessary. 

The CFPB’s recent servicing rule provides a small servicer exemption for banks that service 
fewer than 5,000 loans. We appreciate recognition that the rule is not appropriate for smaller 
servicers but believe that the CFPB set the threshold too low. Many community banks service 
larger portfolios that should qualify for an exemption because they use the community bank 
servicing practices and obtain the strong performance results. For example, a West Virginia 
community banker is not exempt because he services 6600 accounts, yet has a very low 
delinquency rate, less than 4 percent. This banker estimates the monthly statement requirement 
alone will cost him about $181,500 annually. He will also have to hire an additional collector, 
even with his low delinquency rate, to comply with the new early intervention requirements. 
ICBA’s Plan for Prosperity calls for raising the small servicer exemption threshold to 20,000 
loans. To put this proposed threshold in perspective, the average number of loans serviced by the 
five largest servicers subject to the national mortgage settlement is 6.8 million.^ An exemption 
threshold of 20,000 would more clearly demarcate small servicers from both large and mid-sized 
servicers. It would help preserve the important role of community banks in servicing mortgages 
and deter further industry consolidation which is harmful to borrowers. 

Introduced Legislation 

ICBA is very pleased that the CLEAR Relief Act (H.R. 1 750), which is noted above, as well as 
the JOBS Act (H.R. 4304), raise the small servicer threshold to 20,000 loans. The CFPB has 
authority to raise this threshold without legislation and should do so. 

Plan for Prosperity Solution: Appraisal Exemption for Community Bank Portfolio 
Mortgages 

Appraisal standards have changed significantly over the past few years. First as a result of the 
Home Valuation Code of Conduct from Fannie Mae and Freddie Mac, and more recently as a 
result of the Dodd-Frank Act. These standards are well intentioned, having been designed to 
prevent abuses by unregulated mortgage brokers that contributed to the collapse of the housing 
market. However, they have made it nearly impossible for many banks to use local appraisers. 
The only practical option for a community bank mortgage lender is to use an appraisal 
management company, which significantly increases appraisal costs for borrowers. ICBA’s Plan 
for Prosperity calls for reinstating the FfRREA exemption for independent appraisals for 
portfolio loans of $250,000 or less made by banks with assets below $10 billion. 


^ Source: Office of Mortgage Settlement Oversight (www.mortgageoversight.com}. 
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Introduced Legislation 

The CLEAR Relief Act (H.R. 1750), which is noted above, as well as the JOBS Act (H.R. 4304), 
provide an exemption from the independent appraisal requirement for mortgages of less than 
$250,000. 

Plan for Prosperity Solution: Relief from Accounting and Auditing Expenses for Publicly 
Traded Community Banks and Thrifts 

Another provision of the Plan for Prosperity would increase the current exemption from the 
internal control attestation requirements of Section 404(b) of the Sarbanes-Oxley Act. Because 
community bank internal control systems are monitored continually by bank examiners, they 
should not have to sustain the unnecessary annual expense of paying an outside audit firm for 
attestation work. This provision will substantially lower the regulatory burden and expense for 
small, publicly traded community banks without creating more risk for investors. 

Separately, due to an inadvertent oversight in the recently-passed JOBS Act, thrift holding 
companies cannot take advantage of the increased shareholder threshold by which a bank or bank 
holding company may deregister as an SEC reporting company under Section 12 of the 
Securities Exchange Act of 1934. 

Introduced Legislation 

The CLEAR Relief Act (H.R. 1750) and the JOBS Act (H.R. 4304) exempt community banks 
with assets of less than $10 billion from the Sarbanes-Oxley 404(b) internal-controls assessment 
mandates. The exemption threshold would be adjusted annually to account for any growth in 
banking assets. 

The Holding Company Registration Threshold Equalization Act (H.R. 801), introduced by Reps, 
Steve Womack and Jim Himes, which will correct the oversight in the JOBS Act and allow thrift 
holding companies to use the new 1 200 shareholder deregistration threshold. ICBA is grateful to 
this committee and the Hou.se for passing H.R. 801. 

Plan for Prosperity Solution: New Charter Option for Mutual Banks 

Mutual community banks are among the safest and soundest financial institutions. They 
remained strong during the financial crisis and continued to provide financial services to their 
customers. The Plan for Prosperity calls for the creation of a new OCC charier for mutual 
national banks. This option would provide flexibility for institutions to choose the charter that 
best suits their needs and the communities they serve. 
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Introduced Legislation 

The Mutual Community Bank Comj^titive Equality Act (H.R. 1603) . introduced by Reps. 
Michael Grimm (R-NY), Gregory Meeks (D-NY), and Peter King (R-NY), allows the OCC to 
charter mutual national banks. The Mutual Bank Choice and Continuity Act (H.R. 4252), 
introduced by Rep. Keith Rothfus (R-PA), also provides a national charter option. 

Plan for Prosperity Solution: Cost-Benefit Analysis for New Rules 

The Plan for Prosperity calls for legislation to prevent the jRnancial regulatory agencies from 
issuing notices of proposed rulemaking unless they first determine that quantified costs are less 
than quantified benefits. The analysis must take into account the impact on the smallest banks 
which are disproportionately burdened by regulation because they lack the scale and the 
resources to absorb the associated compliance costs. In addition, the agencies would be required 
to identify and assess available alternatives including modifications to existing regulations. They 
would also be required to ensure that proposed regulations are consistent with existing 
regulations, written in plain English, and easy to interpret. 

Introduced Legislation 

The SEC Regulatory Accountability Act (H.R. 1062), introduced by Rep, Scott Garrett (R-NJ), 
which would require the Chief Economist of the SEC to determine that the benefits of any 
proposed regulation justify the costs before adopting such regulation. ICBA thanks this 
committee and the House for passing H.R. 1062. 

The CLEAR Relief Act (H.R. 1 750) and the JOBS Act (H.R. 4304) would require the SEC to 
conduct a cost-benefit analysis of new or amended accounting principles. 

Plan for Prosperity Solution: Consumer Financial Protection Bureau Reform 

The CFPB is a source of concern to community bankers. According to the Mercatus Center 
study, 70% of respondents reported that their banks’ business activities have been affected by 
CFPB initiatives. 37% percent of respondents reported hiring additional legal or compliance 
personnel specifically in response to these initiatives. Finally, 78% of respondents anticipate that 
their customers will be affected by CFPB initiatives. 

The Plan for Prosperity calls for legislation that would help insulate community banks from 
unnecessary CFPB regulatory burden. Specifically, the Plan would strengthen the accountability 
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of the CFPB by (i) reforming the structure of the CFPB so that it is governed by a five member 
commission rather than a single director; (ii) strengthening prudential regulatory review of CFPB 
rules by reforming the voting requirement for an FSOC veto from a two-thirds vote to a simple 
majority, excluding the CFPB Director; and (iii) change the standard to allow for a veto of a rule 
that “is inconsistent with the safe and sound operations of United States financial institutions'' - 
a much more realistic standard than under current law. Combined, these changes would better 
protect community banks and the safety and soundness of the financial system. 

Introduced Legislation 

The provisions noted above are contained in the Consumer Financial Protection Safety and 
Soundness Improvement Act (H.R. 3193), sponsored by Rep. Sean Duffy (R-Wl). We thank this 
committee and the House for passing this legislation. 

Plan for Prosperity Solution: Modernize the Federal Reserve’s Small Bank Holding 
Company Policy Statement 

Bank regulators and the new Basel III standards continue to force many banks to bolster their 
capital levels. Closely held and non-publically traded community banks have extremely limited 
means to raise additional capital. However, there are reasonable ways to help address this 
challenge. The Plan for Prosperity calls for the Federal Reserve to revise the Small Bank Holding 
Company Policy Statement - a set of capital guidelines that have the force of law. The Policy 
Statement, which makes it easier for small bank holding companies to raise additional Tier I 
capital by issuing debt, would be revised to apply to both bank and thrift holding companies and 
to update the qualifying asset threshold from $500 million to $5 billion. Qualifying bank and 
thrift holding companies must not have significant outstanding debt or be engaged in nonbanking 
activities that involve significant leverage. This will help ease capita] requirements for small 
bank and thrift holding companies. 

Introduced Legislation 

H.R. 3329. sponsored by Rep. Luetkemeyer (R-MO), would require the Federal Reserve to 
revise the Small Bank Holding Company Policy Statement by increasing the qualifying asset 
threshold from $500 million to $1 billion. We thank this committee for passing H.R. 3329 and 
urge prompt passage by the full House. 

The CLEAR Relief Act (H.R. 1 750) and the JOBS Act (H.R. 4304) would raise the asset 
threshold $5 billion. 
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FDIC Policy Should Encourage De Novo Community Bank Formation 

As the number of community banks dwindles and more communities lose their local bank, ICBA 
is concerned that the FDIC has approved deposit insurance for only one de novo bank since 
2010. This is a dramatic shift from many years of de novo bank formation averaging over 170 
per year. The recent economic downturn and challenges specific to community banking, 
including narrowing margins, asset quality issues, and substantial compliance costs, have all 
been factors deterring the foimation of de novo banks. However, ICBA believes that the FDIC’s 
policy on de novo banks, which was adopted in 2009, has been too restrictive. The FDIC’s one- 
size-fits-ali policy effectively prohibits qualified individuals and communities across the United 
States from establishing de novo institutions. 

The FDIC standard policy requires de novo applicants for deposit insurance to raise capital prior 
to opening that would be sufficient to maintain its leverage ratio at a minimum of 8% for the first 
three years of operation based on the pro forma financials and the business plan of the applicant. 
In addition, the institution is expected to present a business plan in its third year showing how it 
would maintain capital for years 4 through 7 of its operation. 

ICBA supports a more flexible and tailored supervisory policy with regard to de novo banking 
applicants. Capital standards, exam schedules, and other supervisory requirements should be 
based on the pro forma risk profile and business plan of the applicant and not on a standard 
policy that applies to all de novo bank applicants. 

Closing 

Left unaddressed, the increasing burden of regulation will discourage the chartering of new 
community banks and lead to further industry consolidation. Consolidation will lead to higher 
loan interest rates and fees for borrowers, lower rates paid on deposits, and fewer product 
choices - especially in the rural areas and small towns currently served by community banks. A 
more concentrated industry, dominated by a small number of too-big-to-fail banks, will 
jeopardize the safety and soundness of the financial system and expose taxpayers to the risk of 
additional costly bailouts. That’s why It’s so important to enact sensible regulatory reforms. We 
hope that ICBA’s Plan for Prosperity will continue to serve as a guide to this committee. 

Thank you again for the opportunity to provide this written statement for the record. We look 
forward to continuing to work with this committee to craft urgently needed legislative solutions. 
We also thank you for emphasizing our concerns with the regulatory agencies. 

Attachments 

• ICBA Plan for Prosperity 
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Plan for Prosperity: A Regulatory Relief Agenda to Empower Local Communities 


America’s 7,000 community banks are vital to die prosperity of the U.S. economy, particularly in 
micropoiitan and rural communities. Providing 60 percent of all small business loans under $1 million, 
as well as customized mortgage and consumer loans suited to the unique characteristics of their local 
communities, community banks are playing a vital role in ensuring the economic recovery is robust 
and broad based, reaching communities of all sizes and in every region of the country. 

In order to reach their full potential as catalysts for entrepreneurship, economic growth, and job 
creation, community banks must be able to attract capital in a highly competitive environment. 
Regulation calibrated to the size, lower-risk profile, and traditional business model of community 
banks is critical to this objective, ICBA’s Plan for Prosperity provides targeted regulatory relief 
that will allow community banks to thrive by doing what they do best - serving and growing 
their communities. By rebalancing unsustainable regulatory burden, the Plan will ensure that 
scarce capital and labor resources are used productively, not sunk into unnecessary compliance 
costs, allowing community banks to better focus on lending and investing that will directly 
improve the quality of life in our communities. Each provision of the Plan was selected with 
input from community bankers nationwide and crafted to preserve and strengthen consumer 
protections and safety and soundness. 

The Plan is not a bill; it is a platform and set of legislative priorities positioned for advancement 
in Congress. The provisions could be introduced in Congress individually, collectively or 
configured in whatever fashion suits interested members of Congress. The Plan is a flexible, 
living document that can be adapted to a rapidly changing regulatory and legislative environment 
to maximize its influence and likelihood of enactment. Provisions of the Plan include: 

Support for the Housing Recovery: Mort£a£e Reform For Community Banks. Provide 
community banks relief from certain mortgage regulations, especially for loans held in 
portfolio. When a community bank holds a loan In portfolio, it has a direct stake in the loan’s 
performance and every incentive to ensure it is affordable and responsibly serviced. Relief 
would include: Providing “qualified mortgage” safe harbor status for loans originated and held in 
portfolio for the life of the loan by banks with less than $10 billion in assets, including balloon 
mortgages; exempting banks with assets below $10 billion from escrow requirements for loans 
held in portfolio; increasing the “small servicer” exemption threshold to 20,000 loans (up from 
5,000); and reinstating the FIRREA exemption for independent appraisals for portfolio loans of 
$250,000 or less made by banks with a,sscts below $10 billion. 
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Strengthening Accountability in Bank Exams; A Workable Appeals Process. The trend 
toward oppressive, micromanaged regulatory exams is a concern to community bankers 
nationwide. An independent body would be created to receive, investigate, and resolve material 
complaints from banks in a timely and confidential manner. The goal is to hold examiners 
accountable and to prevent retribution against banks that file complaints. 

Redundant Privacy Notices: Eliminate Annual Reqnirement. Eliminate the requirement that 
financial institutions mail annual privacy notices even when no change in policy has occurred. 
Financial institutions would still be required to notify their customers when they change their 
privacy policies, but when no change in policy has occurred, the annual notice provides no useful 
information to customers and is a needless expense. 

Serving Local Governments: Community Bank Exemption from Municipal Advisor 
Registration. Exempt community bank employees from having to register as municipal advisors 
with the SEC and the Municipal Securities Rulemaking Board. Community banks provide traditional 
banking services to small municipal governments such as demand deposits, certificates of 
deposit, cash management services, loans and letters of credit. These activities are closely 
supervised by state and federal bank regulators. Municipal advisor registration and examination 
would pose a significant expense and regulatory burden for community banks without enhancing 
financial protections for municipal governments. 

Creating a Voice for Community Banks: Treasury Assistant Secretary for Community 
Banks. Economic and banking policies have too often been made without the benefit of 
community bank input. An approach that takes into account the diversity and breadth of the 
financial services sector would significantly improve policy making. Creating an Assistant 
Secretary for Community Banks within the U.S. Treasury Department would ensure that the 
7,000 + community banks across the country, including minority banks that lend in underserved 
markets, are given appropriate and balanced consideration in the policy making process. 

Balanced Consumer Regulation! More Inclusive and Accountable CFPB Governance. 
Change the governance structure of the CFBP to a five-member commission rather than a single 
Director. Commissioners would be confirmed by the Senate to staggered five-year terms with no 
more than three commissioners affiliated with any one political party. This change will 
strengthen accountability and bring a diversity of views and professional backgrounds to 
decision-making at the CFPB. In addition, FSOC’s review of CFPB rules should be 
strengthened by changing the vote required to veto a rule from an unreasonably high two-thirds 
vote to a simple majority, excluding the CFPB Director. 
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Relief from Accounting and Auditing Expenses: Publicly Traded Community Banks and 
Thrifts. Increase from $75 million in market capitalization to $350 million the exemption from 
internal control attestation requirements. Because community bank internal control systems are 
monitored continually by bank examinere, they should not have to sustain the unnecessary 
annual expense of paying an outside audit firm for attestation work. This provision will 
substantially lower the regulatory burden and expense for small, publicly traded community 
banks without creating more risk for investois. Separately, due to an inadvertent oversight in the 
recently-passed JOBS Act, thrift holding companies cannot take advantage of the increased 
shareholder threshold below which a bank or bank holding company may deregister with the 
SEC. Congress should coirect this oversight by allowing thrift holding companies to use the new 
1200 shareholder deregistration threshold. 

Ensuring the Viability of Mutual Banks: New Charter Option and Relief from Dividend 
Restrictions. The OCC should be allowed to charter mutual national banks to provide flexibility 
for institutions to choose the charter that best suits their needs and the communities they serve. In 
addition, certain mutual holding companies - those that have public shareholders — should be 
allowed to pay dividends to their public shareholders without having to comply with numerous 
“dividend waiver” restrictions as required under a recent Federal Reserve rule. The Federal 
Reserve rule makes it difficult for mutual holding companies to attract investors to support their 
capital levels. Easier payment of dividends will ensure the viability of the mutual holding 
company form of organization. 

Rigorous and Quantitative Justification of New Rules; Cost-Benefit Analysis. Provide that 
financial regulatory agencies cannot issue notices of proposed rulemakings unless they first 
determine that quantified costs are less than quantified benefits. The analysis must take into 
account the impact on the smallest banks which are disproportionately burdened by regulation 
because they lack the scale and the resources to absorb the associated compliance costs. 

In addition, the agencies would be required to identify and assess available alternatives including 
modifications to existing regulations. They would also be required to ensure that proposed 
regulations are consistent with existing regulations, written in plain English, and easy to 
interpret. 

Additional Capital for Small Bank Holding Companies; Modernizing the Federal Rcserve*s 
Policy Statement. Require the Federal Reserve to revise the Small Bank Holding Company 
Policy Statement - a set of capital guidelines that have the force of law. The Policy Statement, 
makes it easier for small bank holding companies to raise additional capita! by issuing debt, 
would be revised to apply to both bank and thrift holding companies and to increase the 
qualifying asset threshold from $500 million to $5 billion. Qualifying bank and thrift holding 
companies must not have significant outstanding debt or be engaged in nonbanking activities that 
involve significant leverage. This will help ease capital requirements for .small bank and thrift 
holding companies. 
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Cutting the Red Tape in Small Business Lending: Eliminate Data Collection. Exclude banks 
with assets below SIO billion from new small business data collection requirements. This 
provision, which requires the reporting of information regarding every small business loan 
application, falls disproportionately upon community banks that lack scale and compliance 
resources. 

Facilitating Capital Formation: Modernize Snfachapter S Constraints and Extend Loss 
Carryback. Subchapter S of the tax code should be updated to facilitate capital formation for 
community banks, particularly in light of higher capital requirements under the proposed Basel 
III capital standards. The limit on Subchapter S shareholders should be increased from 100 to 
200; Subchapter S corporations should be allowed to issue preferred shares; and Subchapter S 
shares, both common and preferred, should be permitted to be held in individual retirement 
accounts (IRAs). These changes would better allow the nation’s 2300 Subchapter S banks to 
raise capital and increase the flow of credit. In addition, banks with $15 billion or less in assets 
should be allowed to use a five-year net operating loss (NOL) carryback through 2014. This 
extension of the five-year NOL carryback is countercyclical and will support community bank 
capital and lending during economic downturns. 


The Independent Community Bankers of America^, the nation 's voice for nearly 7,000 community hanks of all sizes 
and charter types, is dedicated exclusively to represenling the interests of the community hanking industry and its 
membership through effective advocacy, best-in-ciass education and high-quality products and services. For more 
information, visit www.icba.ors . 
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The Mortgage Bankers Association appreciates this opportunity to submit a statement for the record for 
the hearing titled "Who’s In Your Wallet: Examining How Washington Red Tape Impairs Economic 
Freedom." 

A comprehensive review of the regulations, both the finalized rules and those on track toward 
completion, is both timely and necessary. Since enactment of the Dodd-Frank Wail Street Reform and 
Consumer Protection Act in 2010, the mortgage industry has become subject to the most far-reaching 
package of rules to impact the housing and real estate finance system in at least a generation. These 
rules have fundamentally altered consumers’ options to obtain and maintain mortgage financing while 
having a profound impact on key aspects of our nation’s primary and secondary mortgage markets. 

Many of these rules have come online in recent months, while others present looming implementation 
challenges in the months ahead. The mortgage industry has spent much of the past year reviewing, 
understanding and then operationalizing these rules, building new policies and procedures, re- 
engineering loan processes, reprogramming mortgage origination systems, and training our personnel. 
These rules also require sweeping changes to the commercial/multifamily lending sector. 

In reviewing these rules, it is important to understand that the housing market remains relatively weak 
and the opportunity for ordinary Americans to finance a home has diminished. Over the past several 
years, a key concern driving market weakness has been the levels of uncertainty in the regulatory 
landscape. Sales prices have increased in many areas across the country, pulling many homeowners 
above water for the first time in years. While the housing market is improving, data show the 
improvement is predominantly at the higher end of the market, with increasing activity in higher-priced 
homes while the lower end of the market is actually shrinking. Access to credit is clearly constrained 
with first-time and low- to moderate-income borrowers unable to qualify for a mortgage. 

Furthermore, over the past three months, applications to buy homes have decreased, and are now 
running about 15 percent behind their pace of one year ago. The increase in mortgage rates has 
certainly been a factor, but the complications of the new regulatory regime are likely having an impact 
as well. MBA has indicated that originations for 2014 are likely to be lower than had been forecast just a 
few months ago, reflecting this new, weaker data. 

In this environment, with so many new regulations impacting an already weak housing market. Congress 
should continue to focus attention on how these rules are impacting access to consumer credit. 

MBA will focus its statement on aspects of three rules we believe will have the most detrimental effects 
on access to safe and affordable mortgage credit - potentially harming the very consumers they were 
designed to protect. Those rules are; the Consumer Financial Protection Bureau's Ability to Repay rule 
and its Qualified Mortgage (QM) standards, which took effect this January; the risk retention rules, 
which will impact both commercial and residential lending, and which are expected to be finalized later 
this year; and the Basel III impacts on Mortgage Servicing Rights and commercial real estate lending. 

Ability to Repay 

There is perhaps no more significant rule impacting mortgage lending than the Ability to Repay rule and 
its Qualified Mortgage standards 
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When this rule first took effect in January, MBA was pleased to testify before the Subcommittee on 
Financial Institutions on its expected impact. As MBA Vice Chairman Bill Emerson, the chief executive 
officer of Quicken Loans, noted at that hearing, MBA very much appreciated the CFPB's work in crafting 
these regulations. The Bureau's staff started with difficult and oftentimes ambiguous statutory 
provisions and, by listening to stakeholders and through their own hard work, created rules that are a 
substantial improvement over the Dodd-Frank framework. 

Nevertheless, while the CFPB has done much to develop this rule, we remain concerned it will unduly 
tighten mortgage credit for a significant numberof creditworthy families who seek to buy or refinance a 
home. 

MBA believes the likelihood of widespread non-QM lending is very remote in the near term. In fact, the 
early data we are seeing reinforces this, with non-QM lending accounting for single digit shares of 
mortgage application volume from most lenders. 

The risks of liability and protracted litigation are greatest for those loans where there is no presumption 
of compliance and there is a strong possibility of inconsistent case law muddying the legal waters for 
several years. Non-QM lending will likely occur only in these limited circumstances; (a) accidentally, 
where there has been a miscalculation of any of the myriad standards embedded in the rule, including 
the points and fees limit; (b) to the most qualified borrowers with very high credit quality and sufficient 
assets so any default risk is very low and the loans can be kept in a lender's portfolio; and (c) higher-risk 
borrowers who can nevertheless afford significantly higher rates. 

To improve the Ability to Repay rule, MBA recommends that the CFPB make the following revisions: 

1. Establish cure procedures -The CFPB should adopt rules allowing lenders to cure calculation 
errors and other processing mistakes made while attempting to meet the QM requirements. 
Without such procedures, lenders will be forced to avoid transactions at the boundaries of the 
points and fees cap, DTI limits and the APR-APOR spread, depriving many qualified borrowers of 
affordable, sustainable QM credit. Notably, the Home Ownership and Equity Protection Act 
(HOEPA) rules include a cure procedure that ensures prompt corrective action, provides more 
favorable loans for borrowers and avoids unnecessary loan costs, 

2. Establish a better process for providing written guidance - Establish a process to provide timely, 
reliable written guidance with stakeholder input on regulatory requirements rather than forcing 
stakeholders to await publication of formal regulatory revisions and commentary. The absence 
of responsive, authoritative written guidance from the CFPB has resulted in inconsistent and 
understandably conservative guidance from investors. This lack of clarity, in turn, has harmed 
consumers by depriving them of beneficial loan features such as discount points. 

3. Increase the threshold for "smaller loans" - Increase the threshold for "smaller loans" under the 
ATR rule to $200,000 (from $100,000) so that loans under $200,000 are subject to more 
workable points and fees limits that increase on a sliding scale as the loan amount decreases. 
Such a change will increase the availability of credit to first-time and moderate-income 
borrowers who seek smaller balance loans. 
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4. Expand the safe harbor - Expand the safe harborto all QM loans or at least to include loans with 
APRS up to 2 percent above their comparable APORs. Fear of undue liability and associated 
litigation costs for ability to repay violations have led many lenders to confine their lending to 
QM safe harbor loans. Expansion or abolition of the threshold between QM safe harbor and QM 
rebuttable presumption loans would ensure that borrowers who qualify at higher rates are 
served by safe, sustainable, affordable QM loans. 

5. Treat all third party charges the some for purposes of the points and fees calculation -The 
inclusion of bona fide third party charges to affiliates but not non-affiliates in the points and fees 
calculation lessens competition and will result in increased charges to consumers, increasing 
credit costs. 

Finally, MBA calls on Congress to pass H.R. 3211, the Mortgage Choice Act, which would fix the way 
"points and fees" are calculated for purposes of meeting the QM's three percent cap. We are grateful to 
the many members of the Financial Services Committee who have introduced and cosponsored this 
legislation on a truly bipartisan basis. We are also grateful to Chairman Hensarling for including these 
important provisions in his broader housing finance bill, the PATH Act. 

Risk Retention - Commerciai and Residentiai Perspectives 

Residential 


While the Ability to Repay rule has been completed, Dodd-Frank's risk retention rules aren’t expected to 
be finalized until later this year. 

MBA has urged the six federal regulators responsible for promulgating the risk retention rule to align the 
QRM definition with the CFPB’s QM definition. 

Both QM and QRM have similar objectives; sustainable lending that benefits both consumers and 
investors. One seeks to design a sustainable mortgage as a means of satisfying the ability to repay 
requirements and the other provides an exception to the requirement for risk retention for less risky 
loan products. {Notably, Section 941 of the Dodd Frank Act, which establishes the QRM exemption, also 
requires that the QRM definition be no broader than the definition of QM.) 

Considering these points, MBA shares the view of an array of stakeholders that the definitions under 
both these rules should be the same. We were gratified that the recent re-proposal of the Risk 
Retention rule offered synchronization of QRM and QM as the preferred approach. Notably, however, 
the proposal also offered an alternative that would require a minimum 30 percent down payment for 
purchase loans and a maximum 70 LTV for refinances to qualify. Comments on the rule made it clear 
that the preferred approach is supported by nearly every stakeholder in the consumer advocacy, lending 
and real estate communities while the alternative is vehemently opposed by these same groups. 

There is no justification for disparate definitions of a sustainable loan under these two rules. In fact, 
such a discrepancy will only increase confusion and costs to consumers. Aligning the QRM and QM 
standards will ensure that strong incentives for safe and sound lending are in place, invite the return of 
private capital and bring lower mortgage rates to the widest array of qualified borrowers. 
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Commercial 


In August 2013, the banking regulatory agencies issued a re-proposal of the April 2011 proposed risk 
retention rule. The re-proposal was responsive to many of MBA's initial concerns. For example, it 
eliminated the highly problematic Premium Cash Capture Reserve Account, which would have jeopardized 
the commercial mortgage-backed securities (CMBS) market by eliminating the financial incentive to issue 
CMBS. The re-proposal also provided for greater flexibility in the allocation of risk retention and for the 
first time prescribed a hold period (five years) for risk retention. Several components of the re-proposal, 
however, remain problematic and our recommendations are below: 

1. MBA raised strong concerns about the proposed cash flow restrictions to be placed on 
horizontal risk retention holders. The eligible horizontal risk retention interest (EHRI) recovery 
percentage, as proposed, would severely limit cash flow to horizontal risk retention holders. 

Given the waterfall structure of CMBS cash flow, this provision is unworkable and should be 
withdrawn. 

2. The agencies should allow additional flexibility in the risk retention structure by allowing the 
horizontal risk retention position to be split into senior and subordinate positions, in addition to 
the pari passu arrangement that would be permitted in the re-proposal. This would provide 
greater flexibility for existing market participants to assume the five percent horizontal risk 
retention position. 

3. The underwriting parameters for a "quaiified commercial real estate loan" should be expanded 
to include, among other things, mortgages with a 30-year amortization period, adding 
consistency to existing lending practices. 

4. Given their very strong underwriting characteristics and strong market performance, single asset 
and single borrower CMBS should be excluded from risk retention. 

5. CMBS loan documents, such as the Pooling and Servicing Agreement (PSA), should specify the 
quorum necessary for bond holders to vote to replace the special servicer, rather than specify a 
threshold in the regulation. 

Basel III - Mortgage Servicing Rights 

MBA is deeply concerned about the treatment of mortgage servicing rights under the Basel III rules 
promulgated and finalized by the FDIC, OCC, and Federal Reserve on July 2, 2013. The Final Rule became 
effective on January 1, 2014, but many sections have separate phase-in rules and some provisions 
requiring additional rule making. The structure of mortgage servicing in the United States is unique, as is 
the importance of MSRs to banks, which is why MBA believes the then existing regulatory capital 
treatment of MSRs was appropriate and that the Basel III limits on MSRs should not be applied in the 
United States. 

Despite these concerns, U.S. bank regulators elected to move forward with their proposed treatment of 
MSRs, and the result has harmed the industry and the consumers they service. Already we are seeing 
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the effects: rising costs, greater barriers to entry, movement of servicing to non-depository institutions, 
and reduced competition. 

MBA believes the Basel III rules, as they relate to MSRs, need to be revisited in the near future in order 
to reduce their negative impact. Specifically, MBA recommends: 

1. Revision of the cap. MSRs are currently limited by a 10 percent cap. The MSR cap before 
deduction from the common equity component should be raised to a higher level. MBA 
recommends the use of at least a 25 percent cap for MSRs on the books of banks. The present 
capital rules allow depositories with a thrift charter a higher threshold than those with a bank 
charter in order to further promote mortgage lending by savings and loan associations. Basel III 
should continue this important differential. MBA therefore a 50 percent cap for MSRs on the 
books of thrifts and savings and loans. 

2. Basel III also limits the aggregate of MSRs, deferred tax assets, and equity interests in 
unconsolidated entities to 15 percent of the common equity component of tier 1 capital. MBA 
believes that MSRs should be excluded from this limit because, unlike deferred tax assets and 
equity interests in unconsolidated entities, MSRs have significant, predicable cash flows and are 
readily marketable. 

3. Servicing of commercial mortgages and MBS should be carved out completely from the 
application of the Basel III limits on servicing because of the reduced prepayment risk and the 
fact that servicing fees are received on assets in default. 

Basel III - Commercial Real Estate Perspective 

Basel III adds a new layer of regulation to many aspects of bank operations, including commercial real 
estate lending. From the commercial real estate finance perspective, MBA is working with members to 
identify and address areas of the final rule that require greater specificity and clarification in order to be 
correctly implemented. As a supplemental rulemaking to Basel III, in January 2014, the banking agencies 
released a proposed rule that creates a new bank liquidity measure - the liquidity coverage ratio (LCR). 
The LCR is intended to ensure that large banks hold sufficient stocks of "high quality liquid assets" to 
survive a specified liquidity stress scenario. MBA has raised strong concerns that the proposed LCR 
could negatively impact bank appetite for commercial real estate construction lending and acquisition 
credit facilities. 

Conclusion 

MBA appreciates the Financial Services Committee's continued and bipartisan interest in the work being 
done by federal regulators to implement the Dodd-Frank Act, our industry's focus on compliance with 
the new regulations, and the effects these rules are having on the consumers we serve. 

We all want rules that work. That means rules that protect consumers while ensuring that as many 
qualified consumers as possible have access to mortgage lending under affordable terms. It means rules 
that give lenders legal certainty and a clear roadmap on how to comply. And it means rules that help our 
economy grow and create jobs and housing opportunities. 


6 



295 


In the months ahead, MBA will continue to provide policymakers with data demonstrating the impact of 
these rules. We look forward to continuing our work with the Financial Services Committee, as well as 
the federal banking regulators and all other stakeholders, on these important issues. 
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Statement of the National Automobile Dealers Association 
A Hearing Entitled 

“ Who ’s In Your Wallet: Examining How Washington Red Tape Impairs Economic Freedom ” 
Before the House Financial Services Committee 
Aprils, 2014 

Mr. Chairman, thank you for the opportunity to submit the comments of the National 
Automobile Dealers Association (NADA) in the hearing record. NADA is a national trade 
association that represents the interests of 16,000 franehised new car and truck dealer members. 
NADA members are primarily engaged in the retail sate and lease of new and used motor vehicles, 
and also engage in automotive service, repairs, and parts sales. Last year America’s franchised 
new car and truck dealers collectively employed nearly one million individuals and sold or leased 
approximately 15.6 million new cars and light duty trucks, NADA members operate in every 
congressional district in the country, and the majority of our members are small businesses as 
defined by the Small Business Administration. 

Overview 


The current dealer-assisted financing system provides broad credit availability and low 
credit prices for consumers. Among other things, an automobile dealer's ability to “meet or beaf’ 
its competitors’ rates produces vigorous marketplace competition that benefits consumers. A 
majority of car buyers choose to finance their purchases through optional, indirect financing at 
dealerships.’ 

The Consumer Financial Protection Bureau (CFPB or the Bureau) released guidance on 
March 21, 2013 (the CFPB Guidance), without prior notice or an opportunity for public comment, 
alleging a “significant risk” that dealer-assisted auto financing has a “disparate impact” on the 
price of credit for consumers in protected classes. This controversial Guidance pushes auto 
finance sources into changing the way they compensate dealers to a flat fee approach and, in doing 
so, threatens to eliminate dealer flexibility to offer consumers a discounted interest rate when 
arranging auto financing. 

The CFPB made this “disparate impact” allegation without providing any supporting 
public analysis or documentation. Careful study of the CFPB Guidance, however, reveals that the 
CFPB’s attempt to regulate auto dealers by pressuring lenders to change their business practices 
(1) does not address the disparate impact problem the CFPB alleges; and (2) will likely raise credit 
costs and decrease access to credit for consumers. In addition to the harm the CFPB’s new 
policies will cause consumers. Congress should take notice that the CFPB is bringing about these 
fundamental and detrimental changes via “guidance,” thus avoiding both the rulemaking process 
and coordination with the federal agencies that Congress vested with exclusive federal authority 


^ Currently dealers have the ability to “meet or beat” the interest rates offered by their competitors which frequently 
results in consumers getting lower rates than those offered by banks, credit unions, as well as other dealers. This 
intense market competition generates downward pressure on all prices as other lenders in the market know the dealer 
can negotiate down to win the sale. As a result, the current system yields credit that is widely available and very 
competitively priced. (See attached infographic.) 
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over motor vehicle dealers.^ Congress specifically designed the rulemaking process to ensure that 
new regulations benefit from public input and scrutiny before they are issued. 

Discrimination in any market - including indirect auto financing - has no place in society, 
and NADA fully supports the efforts of the CFPB and other federal agencies to eliminate it from 
the marketplace. However, as it relates to unintentional disparate impact discrimination, it is 
important to recognize that the efforts of federal regulators can only be successful if they engage 
in several essential steps. These steps include the following: 

• regulators must understand the market they are examining; 

• regulators must develop appropriate methodologies for accurately measuring whether 
disparate impact exists in that market; and 

• to the extent that disparate impact is found to be present, regulators must address it in a 
manner that both accomplishes its purpose and is consistent with the interests of 
consumers. 

Unfortunately, the CFPB has not followed any of the essential steps described above. 

Congress is still awaiting critical details about the CFPB’s disparate impact testing 
methodology. The CFPB’s lack of transparency has deprived stakeholders of a meaningful 
opportunity to determine if there are flaws in its initiative. As noted by Senator Jeanne Shaheen 
(D-NH), it is critically important that the CFPB’s efforts in this regard are “done in a fair and 
transparent way that gives the public an opportunity to weigh in.” 

As recognized and demanded on several occasions by bipartisan members of the House 
and Senate, the CFPB needs to identify the complete methodology it employs to measure whether 
statistically significant disparate impact exists in an auto lender's portfolio. Otherwise, one can 
have little confidence that the Bureau’s model is producing reliable results. This requires, among 
other things, that the Bureau fully account for neutral, legitimate factors that affect dealer 
compensation which are completely unrelated to a consumer’s background. 

It is also essential that the Congress fully consider the assumptions that support the 
statement in the CFPB Guidance that auto lenders can ensure they are complying with the Equal 
Credit Opportunity Act (ECO A) by “eliminating dealer discretion” through the adoption of an 
alternative form of dealer compensation such as the payment of “a flat fee per transaction” or 
similar approach. This compliance step is flawed in two significant regards. 

First, a broad industry move by finance sources to eliminate dealer discretion through the 
payment of flat fees will, quite simply, fail to eliminate dealer discretion. This is because dealers 
typically sell credit contracts to a variety of finance sources. Each finance source would set its 
own flat fee, and dealers would have discretion to select the finance source to which they sell the 


^ Section 1029 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank Act) 
precludes the CFPB from exercising any authority over motor vehicle dealers engaged in indirect financing and 
firrther provides that the federal agencies who could exercise jurisdiction over dealers prior to the enactment of section 
1029 continue to have authority over dealers. 

^ Press release by Senator Shaheen, “Portman, Shaheen Lead Bipartisan Group of Senators in Pushing for CFPB 
Transparency Regarding New Policy Guidance That Could Harm Auto Dealers and Consumers, ” Oct. 30, 2013. 
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contract. While this may address the fair lending risk for individual finance sources, it will not 
address whatever fair lending risk may exist for the consumer. 

Second, a broad industry adoption of flat fees would remove the ability of dealers to cut 
into their own retail margins and win a customer’s business by “meeting or beating” a competitive 
offer available to the consumer from another financing source. This will weaken competition and, 
in turn, drive up the cost of credit. This would adversely affect consumers, particularly credit 
challenged consumers who could lose access to conventional financing for their transportation 
needs. Democrats and Republicans in Congress have expressed concerns about this, and we hope 
the Bureau will respond to those concerns by analyzing this undesirable consequence. 

These significant flaws in the CFPB’s policy could have been avoided if the Bureau had 
employed a process that was data- and market-driven and transparent. Nearly all that is known on 
the record about the Bureau’s disparate impact initiative is what has been derived from 
congressional oversight. Accordingly, continued oversight by the House Financial Services 
Committee is critical to protect consumers and small businesses. 

The Avoidance of the Rulemaking Process 

Through its Guidance, the CFPB is attempting to significantly alter the operation of a large 
and efficient market without following the standard rulemaking process and without considering 
the stakeholder input, public comments, and cost/benefit analysis that are associated with it. By 
avoiding the rulemaking process, the CFPB did not have to: 

• reveal the methodology it employs to determine whether disparate impact discrimination 

exists; 

• convene a panel to ascertain what impact its new policies would have on small business; 

• give the public and affected stakeholders an opportunity to comment on the record; and 

• conduct a cost/benefit analysis. 

A CFPB official has characterized the CFPB Guidance as “simply [a] restatement of 
existing law.”'' However, the CFPB’s Guidance could, in fact, fundamentally change how 
vehicles are financed. The regulatory uncertainty that the Guidance has produced within the 
vehicle financing industry and the numerous unanswered questions from Congress and others 
concerning the Guidance show that it is much more than a restatement of existing law. 

The Lack of Transparency 

The CFPB has failed to provide analysis to substantiate its Guidance despite bipartisan 
calls for transparency from Congress. Since a valid showing of “disparate impact” is entirely 
based on a statistical analysis of past transactions. Members of Congress have asked the Bureau 
which statistical controls it employs to ensure that customers from different groups who are being 
compared are “similarly situated.” However, even with congressional oversight hearings and 


"The Consumer Financial Protection Bureau 's SemFAnnual Report to Congress: Hearing before the Senate 
Banking, House and Urban Affairs Committee, 1 13* Cong., 1** Sess. 17 (2013). 
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eleven congressional letters^ sent by Democrats and Republicans alike, the CFPB has failed to 
answer this and other essential questions. As an example, in one reply to Congress, the Bureau 
stated the analytical controls it uses are “appropriate”^ - but did not identify the specific controls it 
employs. Since the CFPB has still not provided this essential information to substantiate its 
claims, there is no way to conclude whether its methods for measuring disparate impact are 
reliable. 

Another area where Congress has inquired but not received complete answers from the 
Bureau is the methodology it employs to identify members of a protected class, which is a 
prerequisite for a disparate impact claim. Unlike in the mortgage arena, information identifying a 
person’s race, gender, or national origin is not collected on an auto loan application. The CFPB 
uses a proxy methodology that assigns a probability that a particular applicant is of a certain race, 
gender, or ethnic background. The accuracy of this proxy data is crucial. If the person whom the 
CFPB claims is a victim of disparate impact is not in fact a member of a protected class, 
discrimination has not occurred. On October 30, 2013, the CFPB was asked by 22 Senators to 
“provide the quantitative degree of accuracy that applies to [the proxy] methodology for each 
group of consumers the Bureau has examined.”’ No answer to this request was provided. 

The Ally Settlement 

The CFPB’s failure to provide an answer to the Senators on the accuracy of its proxy data 
is troubling, as it could result in non-minorities being improperly compensated for disparate 
impact discrimination. On December 20, 2013, the CFPB announced consent agreements that the 
CFPB and the Department of Justice (DOJ) entered into with Ally Financial, Inc. and Ally Bank 
(Ally), a major indirect auto lender, in a case which involved allegations of disparate impact 
discrimination. The CFPB issued a press release that day stating “[t]he CFPB and DOJ 
determined that more than 235,000 minority borrowers paid higher interest rates for their auto 
loans between April 201 1 and December 2013 because of Ally’s discriminatory pricing system.”* 
Yet, according to aspects of the proxy methodology the CFPB has chosen to reveal to Congress, 
the “235,000 minority borrowers” exist only as a probability, despite the CFPB presenting this 
figure in its press release as the actual number of minority consumers who were allegedly harmed. 
The CFPB’s assertions of fact in its press release demonstrate why it is important for the CFPB to 
reveal the accuracy of the proxy methodology supporting its assertions. 

The Ally consent agreement is not proof that the CFPB’s drive to eliminate a dealer’s 
ability to discount credit in the showroom is Justified. Based on facts listed below, the Ally 
consent agreement appears simply to be a rational business decision made in the current regulatory 
atmosphere. We urge the Committee to consider the following facts: 

• Ally did not admit to any findings or conclusions in the consent order, other than that the 

CFPB had jurisdiction over Ally. 


^ These letters can be accessed at: http://www.nada.org/Iegislativeaffairs/economy-flnancial/cl|)b/default 
” Letter from the Hon, Richard Cordray, Director, CPPB, to Rep. Terri Sewell (D-AL) (June 20, 2013). 

’ Letter from Senators Portman, Shaheen et. al to the Hon. Richard Cordray, Director, CFPB (Oct. 30, 20 1 3). 
^ Press Release by the CFPB, “CFPB and DOJ Order Ally to Pay $80 MiUion to Consumers Harmed by 
Discriminatory Auto Loan Pricing, ’’ (Dec. 20, 2013). 
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• The case against Ally was based entirely on statistics and methodologies which have not 
been revealed publicly or to Congress. The public still does not know whether the Bureau 
takes into account legitimate factors that can affect finance rates - for example, a dealer’s 
ability to lower its interest rate to meet a competitive offer or the customer’s monthly 
budget needs. Indeed, Ally released a statement when the consent order was announced 
saying that “based on the company’s analysis of its business, it does not believe that there 
is measurable discrimination by auto dealers.”®’ This statement is evidence that CFPB did 
not perform a comprehensive regression analysis (i.e., one that includes all the relevant 
factors, not simply those chosen by the CFPB). 

• Three days after the Ally consent order, the Federal Reserve Board approved Ally's 
application to become a financial holding company, enabling Ally to continue offering 
insurance products and other services that Ally might have been forced to discontinue. 
According to the Wall Street Journal, “Standard & Poor's Ratings Services... warned it 
would potentially lower the company's ratings if it failed to secure financial holding 
company status.”'** 

• According to Automotive News, “the CFPB was one of a number of regulators that had 
input on the Federal Reserve's decision on financial holding company status.” An Ally 
official stated that “[n]o investor publically was going to invest in us unless we got 
financial holding company status. And we could not do that without coming to terms with 
the CFPB.''" 

• On March 27, 2013, Ally announced an initial public offering where the U.S. government 
“would sell the bulk of its stake in the company.”'^ (At the time of the consent order, the 
U.S. government had a 64 percent controlling interest in Ally.) 

The Unknown Costs of the CFPB’s Drive to Eliminate Dealer “Meet or Beat” Financing 

Section 1022 of the Dodd-Frank Act requires the CFPB to consider, when issuing a rule, 
the potential benefits and costs (including the potential reduction of consumer access to financial 
products and services) that could be caused by such a rule. One consequence of its avoiding the 
rulemaking process is that the CFPB avoids having to conduct, and does not benefit from, a study 
into the potential impact its new policy would have on consumers. In response to a letter sent by 
22 Senators, the CFPB acknowledged that it never studied how eliminating a dealer’s ability to 
discount credit would affect the cost of credit paid by consumers." Reducing a strong competitive 
force from the vehicle financing marketplace will likely raise the cost of credit for consumers. 
Moreover, according to Fitch Ratings, the CFPB’s drive to eliminate or severely limit “meet or 
beat” financing offered by auto dealers “will likely raise lender regulatory costs in 2014.”''' 

Together, the weakening of competition and higher regulatory costs can be expected to 
result in higher credit costs for consumers. And, most troubling, the CFPB’s actions could 


^ Ally Financial Statement on Auto Financing Consent Orders, Dec. 20, 2013. 

Andrew Johnson, “Ally Receives Fed Approval for Financial Holding Company Status, "Wall St. Journal, Dec. 23, 
2013. 

" Jim Henry, 'Ally won't be a 'Trojan horse' ~ Lender sticks with dealer reserve, defies CFPB," Feb. 3, 2014. 

Tanya Agrawal, "U.S. government to sell most of Ally Financial stake in IPO, " Reuters, Mar. 27, 2014. 

Letter from the Hon. Richard Cordray, Director, CFPB to Senators Portman (R-OH) and Shaheen (D-NH) (Nov. 4, 
2013). 

"Fitch: CFPB Review of Auto Dealer Markups May Raise Lender Cost," Reuters, Jan. 16, 2014. 
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disproportionally hurt consumers with less-than-perfect credit since those customers will be less 
able to afford any higher rates and will therefore have even more limited options to buy a car or 
truck to meet their work and family needs. 

The Assertion That the CFPB is Not Pushing the Industry to Flat Fees 


The CFPB claims that it is not pushing the industry to flat fees, and in support of that claim 
it cites the existence of another compliance option in its Guidance: constraining dealer discretion 
accompanied by monitoring. In fact, the CFPB makes actual implementation of this latter option - 
constraining dealer discretion and monitoring - highly impractical. This option involves 
“imposing controls” on dealer reserve and then monitoring dealer behavior to ensure that those 
controls work. However, there are several problems for a lender with this option: 

• First, the CFPB refuses to explain the rules for monitoring - that is, the Bureau will not tell 
lenders how to ensure that they are comparing “apples to apples.” Many aspects of a 
vehicle financing transaction have nothing to do with the background of the borrower, and 
these variables could lead to differentials in the amount of compensation a dealer gets paid 
for originating the financing. These include factors such as: 

o borrower creditworthiness; 

o the amount financed; 

o the presence of a competing offer from another financing source; 

o the length of the loan; and 

o the presence of a manufacturer subvention of the rate (for example, a special 
promotional program on a certain model vehicle). 

If neutral, business-related factors such as these are the reason why the amount of a 
dealer’s finance compensation varies from consumer to consumer, there is no unlawful 
discrimination. Hence, to do a proper comparison, these variables need to be held constant 
as part of the CFPB’s analysis. But the CFPB will not let lenders know which factors 
should be held constant in completing a disparate impact review. 

• Second, the CFPB still refuses to divulge the numerical basis point threshold at which the 
Bureau concludes that statistically significant pricing disparities exist. The CFPB 
apparently wants lenders to monitor dealer behavior without stating at what threshold 
disparate impact begins. 

The Bureau’s Guidance requires indirect auto lenders to guess at what controls and thresholds the 
CFPB would find appropriate. This lack of clarity indicates that there really is no safe harbor that 
can be achieved through “monitoring.” Moreover, the CFPB has stated that the analytical controls 
necessary to measure disparate impact are to be determined on a “case by case”'^ basis which is 
contrary to the intent of “guidance” meant to govern the behavior of an entire industry, Indeed, 
the CFPB has not offered one example of a discretionary dealer compensation approach that 
indirect finance sources can adopt which is consistent with its March 2013 Guidance. 


Letter from the Hon. Richard Cordray to Rep. Colleen Hanabusa (D-HI) 3 (Feb. 6, 2014). 
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Since CFPB refuses to tell lenders what to monitor and how, and the only other 
compliance option it proffers is a flat fee approach,’* the only logical conclusion a reasonable 
person can draw from the March 2013 Guidance is that this is the only compensation model that a 
finance source can adopt that will withstand CFPB scrutiny. Nothing in the Equal Credit 
Opportunity Act or its implementing regulation. Regulation B, requires the adoption of this 
compensation model as the sole means of complying with its mandates. 

NADA’s “Better Approach” 

Despite the fact that the CFPB’s “disparate impact” allegations are unexplained and 
unsubstantiated, in January 2014, NADA released its Fair Credit Compliance Policy & Program 
(the “NADA Program”) to assist its members in addressing even the possibility of retail level 
discrimination in dealer-assisted financing. And, unlike the CFPB’s approach, the NADA 
Program not only actually addresses the possibility of disparate impact, it does so in a way that is 
both pro-consumer and pro-competitive.” 

It is important to note that the NADA Program (1) is entirely voluntary, (2) has not been 
formally adopted by any federal agency as a means of complying with the ECOA, and (3) is not a 
“safe harbor” for those who elect to adopt it. These important caveats aside, the NADA Program 
provides a very valuable resource for our members. 

First, it allows the dealer to effectively manage the discretion that it exercises by adopting 
a compliance approach that the DOJ embraced in 2007 in two consent orders. These orders were 
entered into with dealers to resolve allegations of unlawful discrimination. 

While the details of the Program are comprehensive, the basic framework is simple: 

• A dealer who adopts the Program establishes a “Standard Dealer Participation Rate” - that 
is, a standard retail margin - for its dealership; 

• In each and every transaction, the dealer adds the Standard Dealer Participation Rate to the 
bank or finance company wholesale buy rate to establish the retail APR that the dealer 
offers to all prospective customers; and 

• The Standard Dealer Participation Rate, which would generally be a set number of basis 
points, is the same for every deal and its amount is determined by the individual dealer. 

In its 2007 consent orders, the DOJ prudently recognized that stopping there would deprive 
consumers of the ability to obtain a lower, discounted rate from the dealer when there is a 
legitimate business reason for the lower rate, i.e., a reason that is unrelated to the customer’s 
background. (In contrast, the CFPB’s Guidance would eliminate a customer’s ability to negotiate 
a lower interest rate in the showroom.) Accordingly, the DOJ, in its consent orders, and NADA, 
in its Program, allow for a downward deviation from the Standard Dealer Participation Rate - but 


“ CFPB officials have indicated that a flat percentage of the amount financed or a hybrid coupled with a flat fee per 
transaction would be acceptable; however, these are just variations of a flat fee. 

A copy of the NADA Program can be found at; www.nada.org/faircredit. This publication provides an overview of 
the ECOA issues and a comprehensive program template that a dealer can adopt to strengthen its compliance with 
ECOA (along with detailed implementation instructions). 
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only if one of seven good faith, pro-competitive situations is present. Examples of these pro- 
competitive situations include where the consumer has access to a more competitive rate from 
another dealer or lender or where the consumer has a budget constraint. Thus, the NADA 
Program addresses fair credit concerns by promoting a standardized approach that a dealer can 
adopt to determine its retail margin while preserving sufficient flexibility to allow consumers to 
benefit from the overwhelming competitive forces that exist in today’s auto financing 
marketplace. 

The NADA Program follows other aspects of the DOJ consent orders as well. For 
example, under the Program the dealer executes a form indicating whether the Standard Dealer 
Participation Rate or a lower dealer participation rate was included in a credit offer to a consumer. 
If a lower rate was included, it indicates the allowable reason for deviation that applies. And, the 
dealer records this determination for every deal. 

In addition, as with any sound regulatory compliance program, the NADA Program 
requires a comprehensive set of procedures to effectively carry it out. This includes 
responsibilities related to training, document review and retention, monitoring, auditing, reporting, 
coordination, and oversight. In this way, the NADA Program - while completely modeled on the 
DOJ consent orders - actually contains procedures that are more robust. 

While there is no perfect solution to the task of effectively managing discretion, the NADA 
Program can set a dealer on a clear path towards addressing fair credit concerns at the retail level. 
Accordingly, the NADA Program should be of benefit to all of the parties to an indirect vehicle 
financing transaction - consumers, dealers, and finance sources alike. 

Pushing the Industry Toward Flat Fees bv “Portfolio Monitoring” 

Under its 2013 Guidance, the CFPB expects lenders who retain a discretionary dealer 
compensation system to monitor for potential fair credit violations on both a dealer-specific and 
portfolio- wide basis. Monitoring on a portfolio-wide basis is problematic, as it could suggest that 
there is alleged pricing discrimination even when no statistically significant pricing differentials 
are found to exist in the credit contracts purchased from each of that lender’s dealer clients. 

For example, assume that a dealer in Maine (Dealer A), which operates in an area that 
primarily consists of non-minority customers, assesses its local market conditions and charges 70 
basis points in dealer participation on each and every auto financing transaction that it arranges for 
consumers, while a dealer in Hawaii (Dealer B), which operates in an area that primarily consists 
of minority customers, charges 95 basis points on each transaction. Because each dealer charged 
their respective customers the exact same amount for the services they provide, neither Dealer A 
nor Dealer B engaged in any fonn of discrimination. However, if a bank buys paper from both 
these dealers and monitors these transactions, it will find that while no pricing disparities exist at 
the retail level, pricing disparities nevertheless exist within its own portfolio. Such a distortion, 
which the CFPB maintains must be avoided even if disparate impact is found not to be present at 
the retail level, '* has no support in public policy and is a further (and, indeed, a dispositive) 


“ See Kate Davidson, Officials: Scrutiny of auto loans a big priority for CFPB and Justice," Politico Pro, Apr. 1 4, 
2014 (“While CFPB Director Richard Cordray has said the NADA initiative is encouraging, Rebecca Gelfond, 
CFPB’s deputy fair lending director, warned that the program is “a dealer-level response. The concern is that people 
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example of how the CFPB has provided finance sources with only one viable path to meeting its 
enforcement expectations - the adoption of a flat fee or other non-discretionary payment 
mechanism that does not require portfolio monitoring. Stated differently, because retail margins 
necessarily differ based on local market conditions and because the demographics of the 
populations that dealers serve also differ, pricing disparities in a finance source’s portfolio are 
inevitable even when the finance source finds no unexplained pricing disparities at the retail level. 
This creates significant - and completely unjustified - liability exposure for finance sources that is 
inconsistent with the language and intent of the Equal Credit Opportunity Act. 

Rebuttal of Reports by the Center for Responsible Lending 

In 201 1 and 2014, the Center for Responsible Lending, a group affiliated with economic 
competitors of auto dealers, released two reports attacking the indirect financing model. The 
purpose of these reports apparently is to advocate for more government regulation on automobile 
dealers. Because some Members of Congress have relied on the erroneous conclusions and flawed 
methodology found in these reports, we have attached and respectfully ask the Chairman to 
include NADA’s rebuttals to these reports in the hearing record. 

Conclusion 


The indirect vehicle financing model is extraordinarily efficient, competitive and provides 
access to affordable credit to consumers in all credit tiers. Competition is currently fostered by, 
among other things, the ability of dealers to “meet or beat” the best interest rate offer that 
consumers can secure from other creditors, such as a bank, a credit union, or another dealer. 

The CFPB is pressuring finance sources to eliminate a dealer’s ability to discount credit in 
the showroom and replace it with a flat fee compensation model, thus eliminating the “meet or 
beat” dynamic that is critical to vigorous competition in the auto finance marketplace. What is 
most ironic is that the CFPB’s push for a flat fee approach is being made in the name of 
addressing fair credit risk when that approach simply does not accomplish the Bureau’s goal. 
Whatever fair credit risk exists with discretion in the current system will still exist under a flat fee 
approach, because dealers would retain discretion under a flat fee model to choose the lender to 
whom they assign financing. A better approach that both directly addresses fair credit risk and 
preserves market flexibility and competition for the benefit of the consumer is embodied in the 
NADA Fair Credit Compliance Program. We urge Congress to explore ways of encouraging 
greater consideration of this model. 


might assume that the dealer solution would also be a solution at the lender level,” Gelfond said at a Consumer 
Bankers Association conference in Maryland. “1 don’t think that lenders should be making that assumption”). 
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CRL’s 2011 Analysis of Dealer-Assisted Financing is Flawed and Untrue 

In 201 1 the Center for Responsible Lending (CRL) issued a report, “Under the Hood: Auto Loan Interest 
Rate Hikes Inflate Consumer Costs and Loan Losses,” that makes false and misleading claims about 
dealer-assisted automobile financing. A full review reveals that not one chart in the entire report 
accurately reflects the facts. The CRL report also contains significant factual errors and flaws; wrongly 
concludes that the compensation dealers receive for assisting their customers to obtain auto loans is an 
“overcharge”; and omits key data that demonstrates dealer-assisted financing saves consumers money.* 

As a result, the report’s conclusions are neither valid nor credible. 

The CRL report contains significant factual errors and flaws. The CRL claim that dealer-assisted 
financing resulted in an estimated $25.8 billion overcharge to consumers in 2009 is based on an erroneous 
assumption that consumers can qualify and access the wholesale/“buv” rate from a lender . Dealers, as 
well as other retailers, obtain products (in this case, credit) at a wholesale rate and include a retail margin 
in the price after absorbing the processing costs to market and deliver financing to consumers. Similarly, 
banks and credit unions do not lend to consumers at their cost of funds. 

CRL also alleges that dealer compensation in the subprime arena causes higher levels of defaults and 
repossessions, yet the CRL fails to establish a causal relationship between dealer compensation and 
defaults. Among other flaws, the report appears to arrive at the conclusion of causation without 
controlling for creditworthiness, thereby rendering its entire analysis meaningless. 

The CRL report fails to demonstrate that consumers who choose dealer-assisted financing actually 
pay more for financing than they would pay if they obtained financing from a bank or credit union. 
CRL alleges a $25.8 billion overcharge, claiming dealer-assisted financing “leadfsl to more expensive 
loans.” without providing any evidence that dealer-assisted financing is more expensive than auto 
financing available from banks or credit unions . The data is also highly suspect, such as CRL’s 
contention that the average dealer compensation earned in subprime auto loans is 5.04%. It is difficult to 
imagine how an average amount of dealer participation could come anywhere close to that level when 
every finance source studied capped dealer compensation per transaction at no more than 2.5%. 

The CRL report omits key data that actually provides evidence that dealer-assisted financing saves 
consumers money. Evidence on the relative cost of dealer-assisted financing compared to retail vehicle 
financing offered directly bv hanks and credit unions suggests that dealer-assisted financing increases 
consumer choice and competition and that customers save billions of dollars a year financing their vehicle 
purchases through dealerships. In fact, by using the report's own analytical approach, their data suggests 
that from 2008 to 2010 consumers saved over $21 billion on new car purchases alone using dealership 
financing. In addition, actual transactional data demonstrates that dealers offer consumers retail finance 
rates that, on average, are more competitive than the retail rates offered by direct lending sources. 

Conclusion. Amid vigorous competition by banks and credit unions that lend directly to consumers, 
approximately 80 percent of car buyers choose to finance their purchases through dealerships via optional, 
indirect financing. Since dealers provide affordable vehicle financing to a larger poo! of consumers than 
any other lender, it is essential that dealer-assisted financing and affordable consumer credit is preserved. 

February 24, 2014 


‘ For a detailed rebuttal of the CRL report, see NADA’s March 30, 2012 Comments to the FTC’s Motor Vehicle Roundtables 
at Appendix A (available at htt p://www.ftc.gov/sites/default/fi1es/documents/public commcnts/piiblic-roundtabies-protecting- 
consumers-saie-and-leasing-motor-vehicles-proiect-no.p 10481 1-00 105/00 105-82871 .pdf ) 
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CRL’s Flawed 2014 Report on Auto Financing 

Recommendations Would Increase Consumers* Cost of Auto Financing 

On January 23, 2014, the Center for Responsible Lending (CRL) released Non-Negotiable, a report that 
relies on flawed methodology to argue that financing offered by automobile dealers that allows them to 
“meet or beaf’ competing financing offers should be eliminated. “Meet or beat” financing lowers credit costs 
for all consumers by forcing banks and credit unions to offer competitive rates or risk being undercut by a 
dealer. The report has no credibility for the following reasons: 

CRL Admits Its Methodology Ts Flawed. The report makes inflammatory allegations by erroneously 
claiming that people of color paid higher annual percentage rates for auto loans despite the fact that they 
reportedly negotiated their rates more often than their non-minority counterparts. However, the report itself 
concedes it does not “hold all factors that may influence interest rate pricing as constant.”’ The report goes 
on to admit that CRL did “not mn regressions to determine the statistical significance of the different factors, 
including race and ethnicity.”^ As a result, the statistical significance - or the probability that an effect is not 
due to chance alone - is unknown. To draw a valid connection between a rate, a consumer’s background, 
and the degree of negotiation, the report should have held constant all other factors that influence interest 
rates. Failing to do so rendere any comparisons based on APRs statistically invalid. 

Most fundamentally, the Report Poes Not Control for Creditworthiness. Any statistically valid study of 
credit pricing must compare customers who were similarly situated and, at a minimum, must take into 
account their creditworthiness. But CRL’s report did not consider creditworthiness; indeed, its analysis 
included minority respondents who admittedly (1) had “poorer credit than whites,” (2) had lower incomes, 
(3) purchased a higher percentage of used cars, and (4) borrowed more on average than the non-minority 
respondents.^ Despite all these differences, CRL erroneously attributes the higher APRs reportedly paid by 
the minority respondents to unintentional dealership discrimination rather than to any other neutral 
differences. CRL simply ignores the fact that borrowers with “poorer credit” - regardless of their 
background - will predictably and understandably pay higher rates than more-creditworthy borrowers. 

The Report Is Not Based on Data. The report relies on a questionable phone survey that asked participants 
to recall details such as “trade-in allowance” and “down payment” for transactions that occurred as long as 
six years ago. If survey participants didn’t recall an answer, the survey accepted “their best guess.”'’ 
Anecdotes that are based a guesses by respondents as to what happened six years ago are not data and 
provide no basis for the incendiary allegations that the report makes. 

Conclusion. Although the report is entirely flawed and even acknowledges that its results “do not 
necessarily demonstrate discrimination,” it nonetheless concludes that finance sources should pay dealers flat 
fees and should not permit dealers to discount those fees. This, however, would eliminate a dealer’s ability 
to cut into its own retail margin to “meet or beat” a competing loan offer by a bank or credit union for the 
benefit of consumers.^ Given its massive flaws and since its recommendations would result in both (1) less 
competition among auto lenders and (2) an increase in the cost of credit for consumers, CRL’s report needs 
much more scrutiny and review before any policy decision is made to rely on it. 


February 27, 2014 


^ Center for Responsible Lending, “Non-Ncgotiable” (January 23, 2014) at 9. 

“ Id. 

^ Id. The difference in APR could be fully explained by any one of these factors and each of these is a neutral reason why 
finance sources would charge a higher APR on an auto loan. 

^ Id. at 20. 

^ CRL is not a disinterested party. It is closely affiliated with the Self-Help Credit Union. Id. at 3 1 . 
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DEALERSHi 


TODAY, dealerships work with multiple lenders to 
find affordable auto loans that save customers money. 


Dealers can reduce interest rates 
to win a customer s business 


Banks, credit unions, 
and dealers compete 


Customer can obtain better 
monthly payments 


Flexibility at the dealership 
helps customers save moneyl 


HOWEVER the Consumer Financial Protection Bureau 
(CFPB) IS threatening to eliminate dealers' ability to 
discount interest rates that they offer to their customers. 


Ultimately, customers will lose the ability to negotiate a better deal on their 
financing. The CFPB’s proposal would harm consumers by ending dealers’ 
ability to "meet or beat" the interest rates offered by their competitors. 


s The CFPB should support policies that keep I, 
i in-dealership auto financing competitive, i 

c affordable and readily available. i 


’Fw^tnomaifoctnation, please vfsit: i^Jy/CFPBfacts 
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Chairman Hensarling, Ranking Member Waters and Members of the Committee, NAFCU, and 
the entire credit union community, thank you for this opportunity to submit this statement for the 
record for the Committee’s hearing: “Who’s In Your Wallet; Examining How Washington Red 
Tape Impairs Economic Freedom.” 


I. Introduction: Increased Regulatory Burden on Credit Unions 

Credit unions have a long track record of helping the economy and making loans when other 
lenders often have left various markets. This was evidenced during the recent financial crisis 
when credit unions kept making auto loans, home loans, and small business loans when other 
lenders cut back. Still, credit unions have always been some of the most highly regulated of all 
financial institutions, facing restrictions on who they can serve and their ability to raise capital. 

Credit unions continue to play a crucial role in the recovery of our nation’s economy. Credit 
unions remain a relatively small part of the marketplace when compared to the banking industry. 
They are oftentimes a lender of last resort for consumers that have been denied credit via other 
financial institutions. As detailed in the chart below, on average from 2005-2013, credit unions 
consistently outperformed banks with lower interest rates on loans and higher returns on savings 
and deposits. 


Interest rate differences, credit unions vs. banks 

percent difference, 2005-2013 average 
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-28% 
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cards 

Today, credit union lending continues to grow at a solid pace, up about 6.8% at the end up 2013 
compared to 2009. In short, credit unions didn’t cause the financial crisis, helped blunt the crisis 
by continuing to lend during difficult times, and perhaps most importantly, continue to play a 
key role in the still fragile economic recovery. While credit unions continue to focus on their 
members, the increasing complexity of the regulatory environment is taking a toll on the credit 
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union industry. While NAFCU and its member credit unions take safety and soundness 
extremely seriously, the regulatory pendulum post crisis has swung too far towards an 
environment of overregulation that threatens to stifle economic growth. As that National Credit 
Union Administration (NCUA) and the Consumer Financial Protection Bureau (CFPB) work to 
prevent the next financial crisis, even the most well intended regulations have the potential to 
regulate our industry out of business. 

During the consideration of financial reform, NAFCU was concerned about the possibility of 
overregulation of good actors such as credit unions, and this was why NAFCU was the only 
credit union trade association to oppose the CFPB having rulemaking authority over credit 
unions. Unfortunately, many of our concerns, about the increased regulatory burdens that credit 
unions would face under the CFPB, have proven true. While there are credible arguments to be 
made for the existence of a CFPB, its primary focus should be on regulating the unregulated bad 
actors, not adding new regulatory burdens to good actors like credit unions that already fall under 
a functional regulator. As expected, the breadth and pace of CFPB rulemaking is troublesome, 
and the unprecedented new compliance burden placed on credit unions has been immense. 

The impact of this growing compliance burden is evident as the number of financial institutions 
continues to decline, dropping by 19.7% (more than 3,200) institutions since 2007. This trend 
rings true for credit unions as well, and a main reason for the decline is the increasing cost and 
complexity of complying with the ever-increasing onslaught of regulations. Many smaller 
institutions simply cannot keep up with the new regulatory tide and have to merge out of 
business or be taken over. 

This growing demand on credit unions is demonstrated by a 2011 NAFCU survey of our 
membership that found that nearly 97% of respondents were spending more time on regulatory 
compliance issues than they did in 2009. A 2012 NAFCU survey of our membership found that 
94% of respondents had seen their compliance burdens increase since the passage of the Dodd- 
Frank Act in 2010. Furthermore, a March 2013 survey of NAFCU members found that nearly 
27% had increased their full-time equivalents (FTEs) for compliance personnel in 2013, as 
compared to 2012. That same survey found that over 70% of respondents have had non- 
compliance staff members take on compliance-related duties due to the increasing regulatory 
burden. This highlights the fact that many non-compliance staff are being forced to take time 
away from serving members to spend time on compliance issues. 


II. NAFCU on Regulatory Burden: Legislative and Regulatory Action Needed 

Credit unions didn’t cause the financial crisis and shouldn’t be caught in the crosshairs of 
regulations aimed at those entities that did. Unfortunately, that has not been the case thus far. In 
the wake of the Dodd-Frank Act, it became clear that increased regulatory burden at credit 
unions would forever change the compliance landscape of the entire industry. Finding ways to 
cut-down on burdensome and unnecessary regulatory compliance costs is the only way for credit 
unions to thrive and continue to provide their member-owners with basic financial services and 
the exemplary service they need and deserve. It is also a top goal of NAFCU. 
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Ongoing discussions with NAFCU member credit unions led to the unveiling of NAFCU’s “Five 
Point Plan for Regulatory Relief’ [attachment A] in February 2013, and a call for Congress to 
enact meaningful legislative reforms that would provide much needed assistance to our nation’s 
credit unions. The “Five Point Plan” covers key areas for credit unions including: Administrative 
Improvements for the Powers of the NCUA; Capital Reforms for Credit Unions; Structural 
Improvements for Credit Unions; Operational Improvements for Credit Unions; and, 21” 
Century Standards for Data Security. 

Recognizing that there are a number of outdated regulations and requirements that no longer 
make sense and need to be modernized or eliminated, NAFCU also compiled and released a 
document entitled “NAFCU’S Dirty Dozen” [attachment B] in December 2013, that outlines 
twelve key regulatory issues credit unions face that should be eliminated or amended. The “Dirty 
Dozen” includes expanding credit union investment authority; updating NCUA’s fixed assets 
rules; improving the process for credit unions seeking changes to their field of membership; 
increasing the number of transactions allowed to be made per month from savings accounts per 
the Federal Reserve Regulation D; providing flexibility for credit unions that offer member 
business loans; updating requirements to disclose account numbers to protect privacy of credit 
union members; updating advertisement requirements for loans products and share accounts; 
modernizing NCUA advertising requirements; making improvements to the Central Liquidity 
Fund; providing flexibility for federal credit unions to operate under state law in certain 
circumstances; simplifying regulations governing check processing and funds availability; and, 
eliminating redundant NCUA requirements to provide copies of appraisals upon request. 

Our “Five Point Plan” and “Dirty Dozen” outline a number of areas where credit unions need 
action and we urge the Committee to review these documents. In our statement today, we 
highlight a number of key issues where regulatory burdens and proposals are posing immediate 
threats to the ability of credit unions to serve their members and give them the financial products 
that they want. 


III. NCUA’s Risk-Based Capital Rule: A Solution in Search of a Problem 

On January 23, 2014, the National Credit Union Administration released a proposed “risk-based” 
capital rule that makes great changes with respect to Prompt Corrective Act (PCA) including 
replacement of the agency’s current risk-based net worth (RBNW) requirements with new 
requirements for federally insured credit unions over $50 million in assets. While NAFCU is 
supportive of a risk-based capital regime for credit unions, we do not believe that the NCUA 
proposal as it currently stands is appropriate. If it were to be implemented as proposed, credit 
unions could find themselves at a competitive disadvantage to banks. 

As proposed, the rule is one-size-fits-all and would serve to stifle growth, innovation and 
diversification at credit unions. Addressing the NCUA’s proposed rule is NAFCU’s chief 
regulatory issue right now, and will quickly become NAFCU’s top legislative issue should the 
NCUA fail to make substantial changes to the rule before it is made final. 

In summary, the proposed rule would: 
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• Amend Part 702 of NCUA regulations regarding PCA to make various revisions, 
including replacing the agency’s current RBNW requirements with new risk-based 
capital requirements for federally insured “natural person” credit unions, 

• Revise the risk-weights for many of NCUA’s current asset classifications and require 
higher minimum levels of capital for federally insured natural person credit unions with 
concentrations of assets in real estate loans, member business loans (MBLs) or higher 
levels of delinquent loans. 

• Set forth a process where NCUA could require an individual federally insured natural 
person credit union to hold higher levels of risk-based capital based on supervisory 
concerns raised through the NCUA examination process. 

NAFCU’s Economics and Research department prepared the impact analysis graphs found 
below that outline the impact the proposal would have on credit unions based on their asset size. 
Our analysis of the proposed rule determined that credit unions with more than $50 million in 
assets will have to hold $6.7 billion more in additional reserves to achieve the same capital 
cushion they currently maintain. Because credit unions cannot raise capital from the open market 
like other financial institutions, this cost will undoubtedly be passed on to the 97 million credit 
union members across the country. A survey of NAFCU’s membership taken last month found 
that nearly 60% of respondents believe the proposed rule would force their credit union to hold 
more capital, while nearly 65% believe this proposal would force them to realign their balance 
sheet. Simply put, if the NCUA implements this rule as proposed, credit unions will have less 
capital to loan to credit worthy borrowers, whether for a mortgage, auto, or business loan. 


Credit Unions Downgraded in RBNW Proposal 
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Capital cushion by asset class 

Difference between actual and threshold required to be well capitalized 



The next sections will highlight our particular areas of concern with the proposal and what 
Congress may be able to do to help. 

A. Problematic Risk-Weighting in NCUA’s Risk-Based Capital Proposal 

The proposed rule revises the risk-weights for many of NCUA’s current asset classifications and 
requires higher minimum levels of capital for credit unions that are perceived as having more 
risky portfolios. NAFCU and its member credit unions have identified several key areas where 
risk-weighting in the proposal does not accurately capture the risks associated with the asset in 
question, in particular, a number of the NCUA proposed risk weights go farther than the FDIC 
and Basel HI requirements for community banks - often without solid justification as to why. 

Non-Delinquent First Mortgage Real Estate Loans 

The proposed rule uses the non-delinquent first mortgage real estate loans risk-weights to 
compensate for concentration risk. This is apparent in the proposed risk-weights for non- 
delinquent first mortgage real estate loans which increase to correspond with the percentage of 
those assets held by the credit union in their portfolio. Non-delinquent first mortgage real estate 
loans start at a 50% risk-weight for those loans that represent less than 25% of a credit union’s 
assets, then jumps to 75% for those from 25-35% of assets, and finally goes all the way to 100% 
for those that comprise more than 35% of the assets of the credit union’s portfolio. Of note, the 
FDIC weights non-delinquent first mortgage real estate loans at 50% regardless of the 
concentration in the portfolio. 
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The risk-weights do not take in to consideration any factors that could indicate that the loans are 
more or less likely to default, including the loan-to-value ratio of loans or credit scores of 
members who get the loans. These factors should be used to lower the amount of capital required 
to be held for loans that are safer than others. 

One alternative would be for NCUA to eliminate one of the buckets from the proposed rule and 
adjust the risk-weights to more accurately reflect the risk involved with non-delinquent first 
mortgage real estate loans. This result would benefit the capital cushion for credit unions at every 
asset level size compared to the proposed rule, and it would still allow NCUA to control for 
concentration risk by requiring credit unions to hold more capital if they hold heavy 
concentrations of real estate loans without straying far from the FDIC risk-weighting. 

Investments 

The proposed rule uses the investment risk-weights to compensate for interest rate risk. This is 
apparent in the differences in proposed risk-weights for investments based on the maturity levels 
of those investments. For investments with a maturity of O-I years the proposed risk-weight is 
20%. For those with 1-3 year maturities the proposed risk-weight is 50%. It jumps again to 75% 
for those with 3-5 year maturities and up to 150% for investments with maturities from 5-10 
years. If a credit union has an investment with a maturity over 10 years, under the proposed rule, 
it will have a 200% risk-weight. This is based primarily upon the 300 basis point interest rate 
shock used by the FDIC. This means NCUA selected the increments for the investment weight 
scale to match the loss that would take place due to a 300 basis point interest rate shock. For 
example, if rates increased by 300 basis points, an investment with a 2-year maturity would 
decline in value by approximately 5%. Since the threshold for a well-capitalized credit union is 
10.5%, the weight should be around 50% in order to have an offsetting amount of capital to 
cover the loss under a 300 basis point shock. 

For those investments that credit unions are permitted to make, the FDIC does not incorporate 
interest rate risk into the investment risk-weights for community banks. Instead, it generally 
weighs the investments that credit unions can do with a single risk-weight regardless of maturity. 
FDIC considers steps institutions take to mitigate interest rate risk in its capital requirements. 
However, NCUA’s proposal does not account for any mitigation efforts, such as variable-rate 
assets or derivatives, which would offset some exposure for credit unions to interest rate risk. 

In any final rule, NCUA needs to include a way to factor in the interest rate risk mitigation being 
done by credit unions. Credit unions already monitor and control for interest rate risk through 
their own policies and in accordance with NCUA examination and supervision. It is not 
necessary for a risk-based capital regime to perform this function. If the NCUA does keep 
interest rate risk built into investment risk-weights, that system should not penalize short or 
medium term investments. 

Member Business Loans 

NCUA factored concentration risk into the proposed risk-weighting for MBLs by setting the 
risk-weights to correspond with the percent of assets in MBLs held by the credit union. This 
means that every MBL up to 1 5% of assets for a credit union would be weighted at 1 00%. Those 
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MBL assets between 15% and 25% have a risk-weight of 150% and the risk-weights for those 
MBLs over 25% are 200%. 

In the event that NCUA does not reconsider eliminating the concentration risk component of the 
MBL risk-weights, credit unions chartered historically for business loan purposes should be 
given a different set of risk-weights that doesn’t require them to abandon their core mission for 
their membership. Those credit unions chartered historically for business loan purposes should 
be given a risk-weight of 100% for their business loan portfolio. The risks to the portfolios of 
these special credit unions, including concentration risk, should be managed through the 
examination and supervision process, not through these capital risk-weights. 

Credit unions with proven minimal losses in business lending should be given credit for their 
diversified portfolios and proven underwriting standards. Risk-weights should also be broken 
down for types of loans such as agricultural MBLs or commercial real estate MBLs and given 
appropriate risk-weights based on their actual risk. 

Credit Union Service Organizations 

The proposal would set the risk-weight at 250% for investments in credit union service 
organizations (CUSOs) and 100 percent for loans to a CUSO. NAFCU believes the proposed 
rule does not adequately explain this difference. This suggests that loans to CUSOs are 2.5 times 
safer than investments in CUSOs. 

Investments in CUSOs should be assigned a risk-weight of 100% to align it with loans to a 
CUSO and more accurately reflect the risk involved with investing in a CUSO. The 
overwhelming majority of CUSOs are performing very well, generating considerable savings 
through economies of scale and providing much needed non-interest income to their credit union 
owners. Less than 22 basis points of credit union assets are invested in CUSOs and don’t 
represent a systematic risk that could have a significant impact on the National Credit Union 
Share Insurance Fund (NCUSIF), but this proposed rule could force credit unions to reconsider 
investments in CUSOs now and in the future. 

The chart on the following page is a break-down of risk-weighting at the FDIC (under Basel III) 
compared to the proposed risk-weighting in the NCUA highlighting areas that will be especially 
problematic for our nation’s credit unions. 
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Risk Wei2hts: NCUA vs. FDIC 


Category 

^ Liabilities 
Equity 

Contra Assets 
Olher Assets 


Cash 

Investments* 


Sub*Category 


GoodwiB 

Idenhfiable intangible assets 
NCUSIF 


0- 1 Year 

1- 3 Years 
3-5 Years 
5-10 Years 
>10 Years 

Corporate CU Member Capital 
Corporate Paid-in Capital 

Real Estate Loans Nondelinquent 1st mort R/E loans (excl. MBLs) 
<25% of assets 
25-35% of Assets 
>35% of Assets 
Other R/E and delinquent R/E 
<10% of Assets 
10-20% of Assets 
>20% of Assets 

Other Loanb / / ; Nondelinquent student loans , . .....vagSsS 

Nondelinquent other loanss, SBiliSSpiSC 
Delinquent other bans ‘ - 

rfSisiyS" SBA Sip 


NCUA FDIC 
proposal weights 

ii 1 

" ' 1 ' 'i '1 " 

1 1 

-1 ^ ' / -1 ; 
'"-1 , - 1 " 

0 0 

0.2 0,2 

0.5 0,2 

0.75 0.2 

1.5 0.2 

2 0.2 

■ 1 
2 

0.6 0.5 

0.75 0.5 

1 0.5 

1 1 

1.25. 1 

1.5 1 

'7i'v-b:.8''777:7:i:i6iP 


Member business bans 

<15% of Assets 1 ' 1 

15-25% of Assets 1.5 1 

>25% of Assets 2 1 

OlherAssets . CBoodwiB -1 . -1 

Identiflabte intangibte assets -1 ' /SliSISSss 

NCUSIF' ' -1.^ ..'.sSpp 

InYtinCUSO , 2.5 

Mort servicing rights 2.5 2.5 ; 

AH other assets 1 1 

OffBalSheet loans with recourse 0.75 

Unfunded comnitments bus bans (75% conversion) i 1 

Unfunded comnitments non-bus bans (10% conversion) 0.75 J 

Capitalization thresholds 

WeH Capitalized 10.5% mo% 

Adequately Capitalized 8,0% 8.0% 

* U.S. Treasuries and other direct arid unconditional claims on the US. government are weighted at 0 by both NCUA and FDIC. Most 
other credit union investments are weighted from ,2 to 2 according to their maturity. They would generally be rated at a constant 0.2 
under the FDIC rule. 
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B. Additional Key Concerns with the NCUA’s Risk-Based Capital Proposal 

In addition to problematic risk-weighting and inadequate details with respect to how the 
weighting was derived for many of the asset classes, NAFCU has several other key concerns 
with the NCUA’s risk based capital proposal. 

Individual Minimum Capital Requirement 

The proposed rule provides NCUA the ability to require a higher minimum risk-based capital 
ratio for an individual credit union in any case where NCUA determines that the circumstances, 
such as the level of risk of a particular investment portfolio, the risk management systems, or 
other information, indicate that a higher minimum risk-based capital requirement is appropriate. 
This means that NCUA may establish increased individual minimum capital requirements upon 
its determination that the credit union’s capital is or may become inadequate in light of the credit 
union’s circumstances regardless of the actual risk-based capital ratio of the credit union. 

In other words, NCUA can increase a credit union’s individual risk-based capital requirement by 
subjective action through the examination process or “supervisory assessment’’ based on the 
determination that the credit union needs additional capital based on the credit union’s balance 
sheet risk. A survey of NAFCU’s membership taken last month found that over 65% of 
respondents have serious concerns over this portion of the rule. 

NAFCU believes there are serious concerns about the legal authority of NCUA to enact this 
portion of the rule. Outside of the ability of the NCUA Board to institute individual minimum 
capital requirements in the first place, there are also questions surrounding whether that authority 
can be delegated by the Board to anyone, such as an examiner. 

In addition to potential legal issues, this portion of the proposal seems to undermine the stated 
purpose of the rule. On the one hand, credit unions are led to believe that the proposal is 
designed to factor in a number of different risks. On the other hand, if the risk-based capital 
ratios laid out in the proposal don’t result in the numbers the regulator wants to see, the NCUA 
can change the rules for an individual credit union. This makes it nearly impossible for credit 
unions to make a sound business decision about the makeup of their portfolio and will lead to 
even more uncertainty for credit unions and their members. 

Implementation Time-Frame 

The proposed rule has an implementation time period of 1 8 months after the passage of a final 
rule and its publication in the Federal Register. NAFCU believes, given the sweeping changes in 
the proposal, that the time frame is entirely too short. It will take time for credit unions to adjust 
their balance sheets related to this new regulation. That doesn’t include the changes that need to 
be made to internal systems and operations well in advance of the effective date. 

NAFCU believes any implementation period should be no less than three years after passage of 
any final rule. Credit unions will need at least that long to make safe and sound decisions about 
potential fundamental changes to their core business decisions including investments and product 
offerings. 
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Reputational Risk 

It is also worth noting that upon release of the risk-based capital proposal, the NCIJA publicly 
posted an online calculator that allows credit unions to view what their risk-based capital ratio 
under the proposed rule would be. While NAFCU supported the intent to make it easy for credit 
unions to gauge the rule’s impact on their balance sheets, the existence of the calculator in a 
public forum has the potential to raise reputation risk issues. NCUA has now indicated that the 
calculator will be removed at the end of the comment period. Due to the ease of information 
dissemination with current technology, how data is presented, and how it impacts our members, 
is a key concern for NAFCU. 

C. NCUA’s Risk-Based Capital Proposal: How Congress Can Help 

At this stage in the rule-making process, rigorous Congressional oversight is critical in ensuring 
the NCUA’s risk-based capital proposal does not inhibit the ability of consumers to access the 
basic financial services and competitive rates credit unions often provide. Today’s hearing is an 
appropriate setting for the NCUA to provide additional information about the proposed rule, 
including the metrics used to determine what asset classifications needed revision, and a 
justification for the revised weighting associated with each individual asset class. As outlined 
above, NAFCU believes that there should be strong scrutiny applied to the requirement of higher 
minimum levels of capital for credit unions with concentrations of assets in real estate loans, 
member business loans, or higher levels of delinquent loans in an attempt to factor in 
concentration risk. These higher requirements could have a chilling effect on credit union 
lending going forward, as credit unions would have to hold more capital just to make loans, 
which, in turn, could end up harming the American consumer and the still fragile American 
economy. 

As the credit union community begins to comment to NCUA on this rule, NAFCU is hopeful 
that the NCUA Board will realize the devastating effect that this proposal will have on the credit 
union industry, the American consumer, and our nation’s small businesses. While we are 
supportive of the idea of a risk-based capital regime for credit unions, the current NCUA 
proposal got it wrong. We hope that they will ultimately withdraw or make major modifications 
to their proposal before it goes into effect. As you may know, the open comment period is 
scheduled to close on May 28, 2014. 

Should NCUA’s proposal go forward with little or no changes, the new rule would precipitate 
the need for Congressional action on proposals to bring about capital changes for credit unions 
such as H.R. 71 9, the Capital Access for Small Businesses and Jobs Act, which would allow 
credit unions to have access to supplemental capital sources. In addition this would prompt the 
need for statutory changes necessary to design a true risk-based capital system for credit unions. 
Lastly, a final rule mirroring the proposal in terms of an individual credit union’s risk-based 
capital requirements being changed through the exam process only reinforces the need for action 
on H.R. 1553, the Financial Institutions Examination Fairness and Reform Act. NAFCU looks 
forward to continuing to work with Congress on this timely issue. 
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IV. Other Regulatory Issues at the National Credit Union Administration 

There are a number of other issues which impact credit unions and that NAFCU has weighed in 
with the NCUA about We stand ready to work with the agency to address our concerns, but we 
also raise them today so that Congress may provide oversight in these areas and stand ready to 
act if needed. 

Budget Transparency 

As the agency charged by Congress to regulate, charter, and supervise federal credit unions, 
NCUA oversees and manages the National Credit Union Share Insurance Fund (NCUSIF), the 
Temporary Corporate Credit Union Stabilization Fund (TCCUSIF), the Centra! Liquidity Fund 
(CLF), and its annual operating budget. These funds are comprised of monies paid by credit 
unions. NCUA is charged with protecting these funds and using its operating budget to advance 
the safety and soundness of credit unions. 

Because these funds are fully supported by credit union assets, credit unions are entitled to know 
how each fund is being managed. Currently, NCUA publicly releases general financial 
statements and aggregated balance sheets for each fund. However, the agency does not provide 
non-aggregated breakdowns of the components that go into the expenditures from the ftinds. 
Although NCUA releases a plethora of public information on the general financial condition of 
the funds, NAFCU urges the agency to fully disclose the amounts disbursed and allocated for 
each fund. 

Field of Membership Issues 

NAFCU believes reasonable improvements to current field-of-membership restrictions include: 
(1) streamlining the process for converting from one charter type to another; (2) removing or 
greatly increasing the current population limits for serving members in a metropolitan area (1 
million) and contiguous political jurisdictions (500,000); and, (3) making it easier for all credit 
unions to add “underserved" areas within their field of membership. 

Member Business Lending (MBL) Flexibility 

Additional flexibility is needed for credit unions that offer member business loans. In particular, 
NAFCU urges Congressional action on the bipartisan Credit Union Small Business Jobs 
Creation Act, H.R. 688, which would raise the arbitrary and outdated MBL cap on credit unions. 
We also urge Congressional action on the Credit Union Residential Loan Parity Act, H.R. 4226, 
which would exclude loans made non-owner occupied 1- to 4-family dwelling from the 
definition of a member business loan. In tbe meantime, NAFCU has suggested improvements to 
the NCUA’s regulations regarding member business lending including; (1) securing credit union- 
friendly changes to the waiver process; (2) increasing the general minimum loan-to-value ratio 
from 80% to 85%; and, (3) securing removal of the 5 year relationship requirement. 

NCUA Advertising 

In an attempt to keep up with ever changing technology, NAFCU believes the NCUA should 
update credit union advertising requirements to clarify that the official NCUA share insurance 
logo is not required to be displayed on (1) mobile applications, (2) social media, and (3) virtual 
tellers. 
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V. Ongoing Examination Issues at the NCUA 

Credit unions now face more examiner scrutiny than ever, as the examination cycles for credit 
unions have gone from 18 months to 12 months since the onset of the financial crisis even 
though credit union financial conditions continue to improve. Additional exams mean additional 
staff time and resources to prepare and respond to examiner needs. 

NAFCU supports effective exams that are focused on safety and soundness and flow out of clear 
regulatory directives. However, the examination process, by its very nature, can be inconsistent. 
Regulatory agencies in Washington try to interpret the will of Congress, examiners in the field 
try to interpret the will of their agency, and financial institutions often become caught in the 
middle as they try to interpret all three as they run their institution. Unfortunately, the messages 
are not always consistent. 

Exam Modernization 

As part of its Regulatory Modernization Initiative, NCUA recently issued its Letter to Credit 
Unions (Letter No. O-CU-Ogi . It streamlined the examination report and clarifies for credit 
unions the difference between a Document of Resolution (DOR) and an Examiner’s Findings 
Report. Full implementation of these new documents began with exams that started on or after 
January 1, 2014. 

NAFCU has concerns about the continued use of Documents of Resolution (DOR) when they are 
not necessary or are used in place of open and honest conversations about examiner concerns. 
Examiner Findings Reports should be used in place of DORs for less urgent issues. That would 
allow management may use its own discretion to determine the timeframe and approach for 
correcting those less urgent problems. 

Consistency 

One of the most troublesome complaints we hear is that NCUA examinations continue to apply 
regulations inconsistently. While we fully recognize that examiners must have a certain degree 
of discretion, as we have previously communicated to the agency, inconsistent examinations and 
application of regulations create unnecessary confusion and are costly. 

Additionally, regulators should ensure that their regulations are consistently applied from one 
examiner to another. Inconsistent application of laws and regulations among examiners increases 
uncertainty. This increased uncertainty adds another unnecessary layer of difficulty for credit 
unions to maintain the highest levels of compliance. 

More importantly, it is also unclear how an examiner will evaluate compliance. In addition to 
actual regulations, NCUA also routinely provides “guidance” in any one of a number of different 
forms. Some examiners treat the guidance as just that; a tool to be used for credit unions to 
comply with regulations or implement best practices. Some examiners, however, treat the 
“guidance” as if it were part of the regulation itself, and consider failure to comply with the 
guidance as something roughly equal to failing to comply with the regulation. More should be 
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done to ensure that all examiners treat both regulations and guidance consistently and for the 
purpose each was issued. 

Unfortunately, if examinations are not conducted consistently, compliance with the ever-growing 
number of regulations will be ever more difficult. As a significant percent of examiners are new 
and with a large number retiring, NCUA will no doubt be continuing to hire new examiners. 
Thus, wc believe that this is a critical juncture, as well as a great opportunity, for the agency to 
appropriately train and educate examiners so that examinations are conducted consistently. With 
this goal in mind, NCUA should take any and all measures it deems appropriate to achieve this 
goal. 

Examination Notification 

NAFCU appreciates NCUA’s efforts on several fronts to improve transparency and clarity for 
examiners and credit unions. One suggestion that NAFCU has made that would help both credit 
unions as well as examiners, is to extend the notification to a credit union of upcoming 
examinations and supervisory contacts where applicable. 

NAFCU shares NCUA’s goal of having a strong and safe credit union system. With that in mind, 
we are not advocating for elimination of surprise exams when the Examiner-in-Charge sees fit 
for institutions with weak internal controls. We are asking that like the FDIC, the NCUA also 
require examiners to contact credit unions two months prior to routine exams in order to 
minimize disruptions to credit unions and to help facilitate efficient examinations. 

Examination Appeal Process 

NAFCU understands that some of our concerns cannot be addressed by regulators. Generally, 
NCUA and its examiners do a satisfactory Job, but every inconsistency that forces credit unions 
to divert more resources to compliance reduces their ability to better serve their members. This 
ultimately translates to lower interest rates on savings, higher interest rates on loans, and in some 
cases, the inability to extend credit to a member that would receive credit otherwise. 

NAFCU urges reforms to establish an appeals process that should provide an opportunity to 
identify inconsistencies and serve as a quality assurance check. The existing appeal process does 
not promote either. Under the existing process, if an examiner makes a determination to take 
action against the credit union, the credit union must first address the issues with the examiner. 
The second step is to contact the supervisory examiner, who evaluates the facts and reviews the 
analysis. If the issue is still not resolved, the credit union may send a letter to the regional 
director. After the previous steps have been taken, a credit union may then appeal to the NCUA 
Board for review of the decisions below. 

The appeal process has a number of inherent flaws, not the least of which is the exclusion (in 
most instances) of a review by an independent third party at any level of the process. Under these 
circumstances it is almost impossible to avoid conflicts of interest and approach each situation 
objectively. 

Again, NAFCU believes that the bipartisan Financial Institutions Examination Fairness and 
Reform Act (Fl.R. 1553) is a positive first step in improving the examination process and 
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supports the legislation. Introducing an independent third party to the appeal process will ensure 
that consistent standards are applied and will help bring more certainty to the examination 
process. 


VL Other Business Pending at the National Credit Union Administration 

In addition to the issues outlined above, there are several key issues currently being reviewed by 
the agency that NAFCU is following for their potential impact on credit unions. 

Examination Sites 

In addition to the exam concerns detailed earlier, it’s also worth noting that in December 2013, 
the NCUA proposed rulemaking regarding requirements for contacts with federal credit unions. 
While NAFCU agrees that the NCUA needs to address important issues such as the need for 
responsive communication and employee safety, the proposal goes too far in requiring credit 
unions to obtain and maintain commercial office space during exams. NAFCU believes this is an 
issue of fairness, and that the NCUA should move examination sites to public locations if office 
space at the credit union is not available. A final rule on this issue is expected in the coming 
months amid continued concerns that it could put some smaller credit unions out of business. 

Stress Testing 

In October 2013, NCUA released a proposed rule that would require annual stress testing for 
credit unions with more than $10 billion in assets. In addition, the proposed rule would require 
such credit unions to submit, on an annual basis, capital plans with certain mandatory elements 
and analyses. At a minimum, a credit union subject to the proposed rule would be required to 
conduct a sensitivity analysis to evaluate the effect on capital of changes in variables, parameters 
and inputs used by the credit union In its capital plans. It would also have to test the impact of 
interest rate shocks of at least +/- 300 basis points on the net economic value of the credit union, 
using final maturities of non-maturity shares not exceeding two years. These credit unions must 
also analyze the impact of credit risk to capital under unfavorable conditions, both separately and 
in combination with unfavorable interest scenarios. The proposal aims to advance regulatory 
parity with the banking regulators. However, the parameters NCUA has prescribed have 
imposed more stringent requirements on credit unions than those imposed on banks. As such, 
NAFCU has suggested changes to the rule, especially since credit unions already do their own 
stress testing. 

NAFCU is concerned that additional NCUA stress testing and oversight would only create 
greater cost and burden to the entire credit union industry. 


VTI. Regulatory Issues at the Consumer Financial Protection Bureau (CFPB) 

In addition to regulations from the NCUA, all credit unions are subject to the rulemaking of the 
CFPB. The tidal wave of new regulations coming from the Bureau, even if they are well- 
intentioned, has proven to be overwhelming to credit unions, as they are often forced to comply 
with the exact same rules as our nation’s mega banks, and their armies of lawyers. The CFPB 
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has done a good job in soliciting feedback and input from credit unions during their rulemaking 
processes. However, many of their rules have fallen short of addressing the concerns expressed 
by credit unions during the process. We hope to work with the Bureau to address these concerns 
going forward. Still, there are a number of areas where CFPB rules have had dramatic impact on 
credit unions and their ability to serve their 97 million members. 

A. Remittances 

The Dodd-Frank Act added new requirements involving remittance transfers under the 
Electronic Fund Transfer Act (EFTA) and directed the CFPB to issue final rules amending 
Regulation E to reflect these additions. Under this mandate, the Bureau, released a series of final 
rules concerning remittances, all of which became effective on October 28, 2013. 

In February 2012, the CFPB issued its first set of final rules on remittances. These rules 
required, among other things, remittance service providers, including credit unions, to provide a 
pre-payment disclosure to a sender containing detailed information about the transfer requested 
by the sender, and a written receipt on completion of the payment. Following the release of the 
February 2012, final rule, the CFPB issued on August 20, 2012, a supplemental final that 
provided a safe harbor for determining whether a credit union is subject to the remittance transfer 
regulations. Specifically, a credit union that conducts 100 or fewer remittances in the previous 
and current calendar years would not be subject to the rules. 

In May 2013, the Bureau modified the final rules previously issued in 2012, to address 
substantive issues on international remittance transfers. This final rule eliminated the 
requirement to disclose certain third-party fees and taxes not imposed by the remittance transfer 
provider and established new disclaimers related to the fees and taxes for which the servicer was 
no longer required to disclose. Under the rule, providers may choose, however, to provide an 
estimate of the fees and taxes they no longer must disclose. In addition, the rule created two 
new exceptions to the definition of error: situations in which the amount disclosed differs from 
the amount received due to imposition of certain taxes and fees, and situations in which the 
sender provided the provider with incorrector incomplete information. 

NAFCU opposed the transaction size-based threshold for the final rule’s safe harbor. The CFPB 
relied on an institution size-based threshold, rather than a transaction size-based threshold, in its 
recently released mortgage rules, and NAFCU urged the Bureau to adopt a similar approach for 
differentiating between remittance transfer providers. Additionally, NAFCU raised concerns 
with the final rule’s requirement of immediate compliance if an entity exceeds the safe harbor’s 
100 transaction threshold. It encouraged the CFPB to allow entities who exceed the safe harbor 
threshold a realistic period in which to meet the standards of the final rule. 

NAFCU continues to raise concerns that the regulatory burden imposed by the final rule leads to 
a significant reduction in consumers’ access to remittance transfer services. NAFCU has heard 
from a number of its members that, because of the final rule’s enormous compliance burden, 
they have been forced to discontinue, or will be forced to discontinue, their remittance programs. 
A 2013, NAFCU survey of our members found that over one-quarter of those that offered 
remittance services before the rule have now stopped offering that service to members and even 
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more are considering dropping. Those that continue to offer remittances have been forced to 
significantly increase their members’ fees. NAFCU encourages the CFPB to expand the 
threshold for the safe harbor from the definition of “remittance transfer provider” in order to 
ensure that a meaningful safe harbor is established. 

B. HMDA Changes Going Beyond the Dodd-Frank Act 

The Dodd-Frank Act transferred Home Mortgage Disclosure Act (HMDA) rulemaking authority 
to the CFPB and directed the Bureau to expand the HMDA dataset to include additional loan 
information that would help in spotting troublesome trends. Specifically, Dodd-Frank requires 
the Bureau to update HMDA regulations by having lenders report the length of the loan, total 
points and fees, the length of any teaser or introductory interest rates, and the applicant or 
borrower’s age and credit score. However, the Bureau is also contemplating adding additional 
items of information to the HMDA dataset. NAFCU urges the CFPB to limit the changes to the 
HMDA dataset to those mandated by Dodd-Frank. 

HMDA was originally intended to ensure mortgage originators did not “redline” to avoid lending 
in certain geographical areas. The HMDA dataset should be used to collect and provide 
reasonable data for a specific reason. The Bureau contends that it is going beyond Dodd-Frank’s 
mandated changes to get “new information that could alert regulators to potential problems in the 
marketplace” and “give regulators a better view of developments in all segments of the housing 
market.” These open-ended statements could be applied to virtually any type of data collection, 
and do not further the original intent of HMDA. NAFCU urges the CFPB to amend the dataset 
to advance the original purpose of HMDA, rather than using it as a vehicle to “police” its recent 
Qualified Mortgage rules. 

The various mortgage-related regulations promulgated by the CFPB have exponentially 
increased credit unions’ regulatory burden and compliance costs. Any additions to the HMDA 
dataset will create even more operational expenses for credit unions. Credit unions that collect 
and report HMDA data through an automated system will have to work with their staffs and 
vendors to update their processes and software. Those without automated systems will 
experience particularly significant implementation costs. The CFPB should eliminate 
unnecessary regulatory burden and compliance costs by limiting the changes to the HMDA 
dataset to those mandated by Dodd-Frank. 

C. TILA/RESPA 

Dodd-Frank directed the CFPB to combine the mortgage disclosures under the Truth in Lending 
Act and Real Estate Settlement Procedures Act. Under this mandate, the Bureau, in November 
2013, released the integrated disclosures rule. This 1900-page rule requires a complete overhaul 
of the systems, disclosures, and processes currently in place for a consumer to obtain a mortgage. 
For example, the rule mandates the use of two disclosures; the three-page Loan Estimate (which 
replaces the Good Faith Estimate and initial Truth in Lending Disclosure); and the five-page 
Closing Disclosure (which replaces the HUD-1 and final Truth in Lending disclosure). There are 
also a number of stringent timing requirements and other substantive changes lenders must 
follow. The rule is effective August 2015, but lenders are still feeling pressure to be compliant 
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on time. The sheer magnitude of this rule, read in conjunction with the totality of the other 
mortgage rules, has created a very burdensome regulatory environment and many credit unions 
are finding it difficult to continue lending. Credit unions must comply with the current 
disclosure requirements, which are extensive, and they must prepare their compliance solutions 
for the upcoming ones effective in August 2015, further exacerbating costs. 

D. Qualified Mortgages 

NAFCU continues to have serious concerns about the “Qualified Mortgage” (QM) standard. In 
short, given the unique member-relationship credit unions have, many make good loans that 
work for their members that don’t fit into all of the parameters of the QM box and fall into the 
“non-qualifled mortgage” category. NAFCU would support the changes below to the QM 
standard to make it more consistent with the quality loans credit unions are already making. 
Further, credit unions should have the freedom to decide whether to make loans within or outside 
of the standard without pressure from regulators. 

Points and Fees 

NAFCU strongly supports bipartisan legislation in both the Senate and House to alter the 
definition of “points and fees” under the “ability-to-repay” rule. NAFCU has taken advantage of 
every opportunity available to educate and discuss with the CFPB on aspects of the ability-to- 
repay rule that are likely to be problematic for credit unions and their members. While credit 
unions understand the intention of the rule and importance of hindering unscrupulous mortgage 
lenders from entering the marketplace, it is time for Congress to address unfair and unnecessarily 
restrictive aspects of this CFPB rule. 

NAFCU supports exempting from the QM cap on points and fees: (1) affiliated title charges, (2) 
double counting of loan officer compensation, (3) escrow charges for taxes and insurance, (4) 
lender-paid compensation to a correspondent bank, credit union or mortgage brokerage firm, and 
(5) loan level price adjustments which is an upfront fee that the Enterprises charge to offset loan- 
specific risk factors such as a borrower’s credit score and the loan-to-value ratio. 

Making important exclusions from the cap on points and fees will go a long way toward ensuring 
many affiliated loans, particularly those made to low- and moderate-income borrowers, attain 
QM status and therefore are still made in the future. 

Loans Held in Portfolio 

NAFCU supports exempting mortgage loans held in portfolio from the QM definition as the 
lender, via its balance sheet, already assumes risk associated with the borrower’s ability-to- 
repay. 

40-year Loan Product 

Credit unions offer the 40 year product their members often demand. To ensure that consumers 
can access a variety of mortgage products, NAFCU supports mortgages of duration of 40 years 
or less being considered a QM. 
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Debt-to-lncome Ratio 

NAFCU supports Congress directing the CFPB to revise aspects of the ‘ability-to-repay’ rule 
that dictates a consumer have a total debt-to-incon>e (DTI) ratio that is less than or equal to 43 
percent in order for that loan to be considered a QM. This arbitrary threshold will prevent 
otherwise healthy borrowers from obtaining mortgage loans and will have a particularly serious 
impact in rural and underserved areas where consumers have a limited number of options. The 
CFPB should either remove or increase the DTI requirement on QMs. 

E. Prepaid Card Issues 

The CFPB is likely to issue a proposed rule on prepaid cards in June. That proposed rule will 
explore bringing prepaid cards under Regulation E. Credit unions have a number of unique 
issues that need to be taken into consideration when dealing with prepaid cards. 

NAFCU is concerned that the CFPB may treat prepaid card products in the same fashion that 
checking and savings accounts are currently treated. On the surface, there are obvious 
similarities between prepaid cards and debit cards; however, these products are functionally quite 
different. The law, regulations, back room operations and internal processes and procedures for 
offering checking accounts and prepaid cards are not identical, or even similar. They should not 
be pigeon-holed into a regulatory and operational structure designed for checking and savings 
account products. 

Linked Savings Accounts 

NAFCU cautions against any regulatory efforts to require institutions to offer any sort of linked 
savings account with a general purpose reloadable gift card. Such a measure might have the 
unintended consequence of driving providers from the market. Smaller institutions will 
particularly have difficulties implementing such requirements. While such a feature may be 
suitable for some consumers, it is worth noting that many consumers use prepaid cards because 
they do not want, or feel they do not need, a checking or savings account. Institutions should be 
free to establish these sorts of linked accounts according to their business judgment. 

Share Insurance Fund 

Credit union deposits are insured by the National Credit Union Share Insurance Fund (NCUSIF). 
There needs to be clear interpretation about whether any regulation for general purpose 
reloadable prepaid cards would require the underlying funds to be covered by share insurance, 
which potentially would require changes to the Federal Credit Union Act. 

Any rules or laws that deal with prepaid cards also need to ensure that any potential rules on 
deposit or share insurance for prepaid cards are consistent with NCUA’s rules and regulations, 
especially with regard to share insurance and pooled accounts, so credit unions can continue to 
provide prepaid cards. 


F. Overdraft Protection 

As a preliminary matter, NAFCU and its members believe that overdraft protection is a useful 
service that provides value to consumers. Overdraft programs have evolved to fit consumers’ 
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wants and needs. For example, defense credit unions tailor their programs in a number of 
different ways in order to better serve the needs of their unique membership. For some time, 
credit unions have not used a one size fits all approach to overdraft protection. 

NAFCU strongly supports, as part of any overdraft protection program, strong disclosures to 
make sure consumers are informed of the details of the program. While overdraft programs vary 
from credit union to credit union, there are some common characteristics that are true of most 
credit union overdraft programs. Many credit unions treat overdraft protection in a manner 
similar to loan underwriting; allowing members to qualify for overdraft protection only after 
checking the credit history and past perfoimance on checking accounts. Credit unions also 
generally monitor their members’ activity to ensure that the service is not being abused. Mark 
Colley, the President and CEO of Tulsa Postal & Community Federal Credit Union testified on 
behalf of NAFCU in 2009 on legislation regarding overdraft protection. Mr. Colley’s credit 
union is located near several casinos and he testified that his credit union shuts off its courtesy 
pay service if it is discovered that the service is being abused at casinos. Many credit unions 
similarly track overdraft fees, work with members who use the service excessively and provide 
education on ways to better manage their finances. 

While NAFCU understands that the CFPB plans to examine this service further, we are hopeful 
that the Bureau will take time to carefully consider the myriad of different ways that institutions 
provide overdraft protection. The CFPB should ensure that new regulations do not make it more 
difficult for credit unions to continue offering responsible, cost-effective overdraft programs that 
serve their members. 

Credit unions often provide alternatives to traditional overdraft protection services. The most 
common alternative is linking the checking account to the consumer’s savings account. 
Additionally, the majority of credit unions offer a line of credit that automatically transfers funds 
to the checking account in the event of an overdraft. Many credit unions encourage members 
who wish to have overdraft protection to link the checking account to their savings account in 
order to minimize overdraft fees. 

There is one significant issue with linked savings accounts. Under the Federal Reserve’s 
Regulation D, a consumer may not make more than six transactions per month from his or her 
savings account, with some narrow exceptions. The CFPB should work with the Federal Reserve 
to clarify that a transfer from a savings account to cover overdrafts from accounts at the same 
depository institution are not covered Regulation D transactions that count against the six 
transaction limit. Without addressing the limits imposed on savings accounts by Regulation D, 
any attempt to encourage more consumers to link checking accounts will prove inadequate. 

G. Consumer Complaint Database 

In 2013, the CFPB created the “Consumer Complaint Database’’ to publicly disclose credit card 
complaints that the Bureau received from consumers. The database has been expanded to 
include complaints that the CFPB receives on most financial products, such as mortgages, bank 
accounts and services, private student loans, other consumer loans, credit reporting, money 
transfers, payday loans, and debt collection. 
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While NAFCU acknowledges the importance of complaint resolution, it is concerned with the 
Bureau’s complaint database and its disclosure process. The CFPB does not verify the accuracy 
of member complaints before making them publicly available in the database. Although CFPB 
acknowledges the fact that this data is unverified in a disclosure on the database’s website, the 
disclosure statement is weak and does not effectively emphasize that the data is unverified. As a 
result, baseless complaints are often publicly disclosed on the CFPB’s website. Such disclosure 
raises safety and soundness concerns and unduly places financial institutions’ reputation at risk. 
NAFCU is concerned by this possible increased reputation risk to credit unions, and continues to 
urge the CFPB to take all steps possible to ensure the complaint data it releases to the public has 
been verified. 


H. Legal Opinion Letters 

In attempting to understand ambiguous sections of CFPB rules, NAFCU and many of its 
members have reached out to the CFPB to obtain legal opinion letters as to the agencies 
interpretation if it’s regulations. While legal opinion letters don’t carry the weight of law, they do 
provide guidance on ambiguous section of regulations. Many other financial agencies such as 
NCUA, FTC, FDIC and others issue legal opinion letters so as to help institutions and other 
agencies understand otherwise ambiguously written rules. The CFPB has refused to do so. What 
they have done is set up a help line where financial institutions can call for guidance from the 
agency. While this is helpful, there are reports of conflicting guidance being given depending on 
who answers the phone. This is not just unhelpful, but confusing when NCUA examines credit 
unions for compliance with CFPB regulations. 


VIII. Regulatory Coordination is More Important Than Ever 

With numerous new rulemakings coming from regulators, coordination between the agencies is 
more important than ever. Having to answer to multiple regulators can create conflicts for credit 
unions (as outlined in the discussion about legal opinion letters above). Congress should use its 
oversight authority to make sure that regulators are coordinating their efforts and not duplicating 
burdens on credit unions by working independently on changes to regulations that impact the 
same areas of service. There are a number of areas where opportunities for coordination exist 
and can be beneficial. 

Financial Siahilily Oversight Council (FSOC) 

NAFCU has been on the forefront encouraging the FSOC regulators to fulfill their Dodd-Frank 
mandated duty to facilitate rule coordination. This duty includes facilitating information sharing 
and coordination among the member agencies of domestic financial services policy development, 
rulemaking, examinations, reporting requirements and enforcement actions. Through this role, 
the FSOC is effectively charged with ameliorating weaknesses within the regulatory structure 
and promoting a safer and more stable system. It is extremely important to credit unions for our 
industry’s copious regulators to coordinate with each other to help mitigate regulatory burden. 
We urge Congress to exercise oversight in this regard and consider putting into statute 
parameters that would encourage the FSOC to fulfill this duty in a thorough and timely manner. 
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Data Security 

Outside of advocating for federal legislation with regard to the safekeeping of information and 
breach notification requirements for our nation’s retailers, NAFCU has also urged regulatory 
coordination for credit unions already in compliance with the stringent standards in the Gramm- 
Leach-Blitey Act. In the wake of the massive Target data breach in December 2013 the Federal 
Trade Commission began exploring a range of regulatory options to assist consumers, 
businesses, and financial institutions. Moving forward, it is imperative that the NCUA ensure 
that credit unions are protected from any unnecessary regulatory burden and continue to allow 
them to provide quality services to their members. 


IX. Conclusion: The Need for Regulatory Relief and Congressional Oversight 

The growing regulatory burden on credit unions is the top challenge facing the industry today. 
The number of credit unions continues to decline, as the compliance requirements in a post 
Dodd-Frank environment have grown to a tipping point where it is hard for many smaller 
institutions to survive. Credit unions want to continue to aid in the economic recovery, but are 
being stymied by overregulation. Congress must continue to provide vigorous oversight to the 
regulators of credit unions, and encourage them to look for ways to provide relief for credit 
unions through commonsense and coordinated regulation and eliminating or amending outdated 
requirements such as those outlined in NAFCU’s “Dirty Dozen” and in this statement. Congress 
should also enact the regulatory relief measures outlined in NAFCU’s “Five Point Plan for Credit 
Union Regulatory Relief’ and stand ready to step in and take action on the issues outlined in this 
statement should regulators fail to take the appropriate steps. 

We thank you for the opportunity to share our thoughts with you today. 
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Learn How NAFCU’s Five-Point Plan Will Bring 
Regulatory Relief to Credit Unions 

In February 2013, NAFCU was the first trade association to call on this Congress to provide 
comprehensive broad-based regulatory relief for credit unions. As part of this effort, NAFCU sent 
Congress a five-point plan for regulatory relief that will significantly enhance credit unions’ ability to 
create jobs, help the middle class, and boost our nation’s struggling economy. The five-point plan is 
built on a solid framework of recommendations that provide regulatory relief through the following: 

1. Administrative Improvements for the Powers of the NCUA 

> Allow a federal credit union to petition NCUA for a waiver of a federal rule in favor of a state rule. 

> Provide NCUA the authority to delay implementation of CFPB rules that affect credit unions and 
to tailor those rules for credit unions’ unique structure. 

> Require a cost/benefit analysis of all rules that includes a three-year look back and reevaluation 
of rules that cost 20 percent or more than their original cost estimate. 

> Enact new examination fairness provisions to help ensure timeliness, clear guidance and an 
independent appeal process free of examiner retaliation. 

> Improve the Central Liquidity Facility by removing the subscription requirement for membership 
and permanently removing the borrowing cap. 

2. Capital Reforms for Credit Unions 

> Direct NCUA and industry representatives to conduct a study on prompt corrective action and 
recommend changes. 

> Modernize capital standards by directing the NCUA Board to design a risk-based capital regime 
for credit unions that takes into account material risks and allows the NCUA Board to authorize 
supplemental capital. 

> Establish special capital requirements for newly chartered federal credit unions that recognize the 
unique nature and challenges of starting a new credit union. 

3. Structural Improvements for Credit Unions 

> Direct NCUA, with industry input, to conduct a study of outdated corporate governance provisions 
in the Federal Credit Union Act and make recommended changes to Congress. 

> Improve the process for expanding a federal credit union’s field of membership by allowing voluntary 
mergers among multiple common bond credit unions, easing the community charter conversion 
process and making it easier to include those designated as "underserved” within a credit union’s 
field of membership. 
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4. Operational Improvements for Credit Unions 

> Raise the arbitrary cap on member business loans to 27.5% or raise the exemption on MBL loans 
from $50,000 to $250,000, adjusted for inflation, and exempt loans made to non-profit religious 
organizations, businesses with fewer than 20 employees and businesses in “underserved areas.’* 

> Remove requirements to mail redundant and unnecessary privacy notices on an annual basis, if the 
policy has not changed and new sharing has not begun since the last distribution of the notice. 

> Allow credit unions greater authority and flexibility in how they invest. 

> Provide NCUA the authority to establish longer maturities for certain credit union loans and greater 
flexibility in responding to market conditions. 

> Provide federal share insurance coverage for Interest on Lawyers Trust Accounts (lOLTAs). 

5. 21st Century Data Security Standards 

> Establish national standards for safekeeping of all financial information. 

> Establish enforcement standards for data security that prohibit merchants from retaining financial 
data, and require merchants to disclose their data security policies to customers, 

> Hold merchants accountable for the costs of a data breach, especially when it was due to their own 
negligence; shift the burden of proof in data breach cases to the party that incurred a breach and 
require timely disclosures in the event of a breach. 


For more information, visit www.nafcu.org/regrelief. 
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NAFCU’s “Dirty Dozen” - Twelve Regulations to Eliminate or Amend 

1. Expand credit union Investment authority to irK:iude permissible investments in derivatives, securitization and 
mortgage servicing rights. NAFCU strongly pushed for the expansion of credit unions’ investment authority 
to include the ability to engage in limited derivatives activities. NAFCU will continue to seek this authority for 
qualified credit unions. In addition, NAFCU will push for the authority to securitize loans and expanded ability 
to invest in mortgage servicing rights. 

2. Seek updates and modernization of the NCUA’s fixed assets rule. In particular, the NCUA should: (1) increase 
the current 5 percent aggregate limit; (2) re-define what constitutes "fixed assets”; and, (3) improve the process 
of obtaining a waiver. 

3. Improve the process for credit unions seeking changes to their field of membership. Improvements should 
include: (1) enabling credit unions to strengthen their associatlonal membership charter: (2) streamlining the 
process for converting from one charter type to another: (3> remove or greatly increase the current population 
limits for serving members in a metropolitan area (1 million) and contiguous political Jurisdictions (500,000); 
and. (4) making it easier for ail credit unions to add “underserved" areas within their field of membership. 

4. Increase the number of transfers allowed to be made per month from savings accounts. The restriction 
on "convenience transfers" under Regulation 0 presents an ongoing concern for NAFCU and its members. 
Members are often unable to understand and remember the arbitrary limits on the number and types of 
transfers the regulations permit them to make from their savings account. Members expect to have the ability 
to transfer their funds with ease to and from particular accounts, and the regulation's six-transfer limitation 
from savings accounts creates an undue burden for both members and credit unions. This six-transfer limitation 
should be updated and Increased to at least nine transfers per month, while still making a distinction between 
savings and transaction accounts. 

5. Seek added flexibility for credit unions that offer member business loans. These improvements could Include: 
(1) securing credit union-friendly changes to the waiver process; (2) increasing the general minimum loan-to- 
value ratio from 80% to 85%; and, (3) securing removal of the 5 year relationship requirement. 

6. Update the requirement to disclose account numbers to protect the privacy of members. Credit unions are 
currently required to list a member's full account number on every periodic statement sent to the member 
for their share accounts pursuant to Regulation E. These requirements need to be updated to allow the credit 
union to truncate account numbers on periodic statements in order to protect the privacy of the member and 
to reduce the risks of fraud and identity theft. 

7. Update advertising requirements for loan products and share accounts. The regulatory requirements for 
advertisement of credit unions' loan products and share accounts have not kept pace with technological 
changes in the current market place. The requirements of Regulation Z and Truth in Savings should be updated 
to reflect these changes and advances In practical advertisements and the disbursement of information, while 
maintaining the integrity and accuracy of the information that the member truly needs to know from the 
advertisement 

8. Modernize NCUA advertising requirements to keep up with technological changes and an increasingly 
mobile membership. Update NCUA regulations to clarify that the official sign is not required to be displayed on 
(1) mobile applications, (2) social media, and (3) virtual tellers. 



NAFCU 


National Association of Federal Credit Unions I www.nafcu.org 


1 i December 2013 



335 


9- Seek Improvements to the Central Liquidity Facility reducing the amount of time that it takes for a credit 
union to secure access to liquidity. In addition, work >wlth the NCUA to secure changes the Central Liquidity 
Facility by removing the subscription requirement for membership and permanently removing the borrowing cap. 

10. Obtain flexibility for federal credit unions to determine their choice of law. Federal credit unions should be 
allowed the opportunity to choose the jurisdiction under which they operate without surrendering their federal 
charter. To this end, NAFCU will work with the NCUA to establish a waiver process under which a federal credit 
union, taking into account safety and soundness considerations, would choose the state law under which it 
wants one or more of its operations. 

11. Update, simplify and make Improvements to regulations governing check processing and funds availability. 
These enhancements should include: changing outdated references (i.e.. references to non-local checks): 
changes that are required by statute and are already effective and incorrectly stated in the regulation; and 
changes that enable credit unions to address fraud. 

12. Eliminate redundant NCUA requirements to provide copies of appraisals upon request. Credit unions are 
required to provide copies of appraisals under the CFPB's final mortgage rules upon receipt of an application 
for certain mortgages. The NCUA's requirements to provide a copy upon request should be amended to remove 
this duplicative requirement. 
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National Association 
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Statement of the National Association of Home Builders 
“Who’s in Your Wallet: Examining How Washington Red Tape 
Impairs Economic Freedom” 

Hearing before the House Financial Services Committee 
April 8, 2014 


The National Association of Home Builders (NAHB) appreciates the opportunity to submit this 
statement to the House Financial Services Committee. NAHB represents over 140,000 
members involved in home building, remodeling, multifamily construction, property 
management, housing finance, building product manufacturing and other aspects of residential 
and light commercial construction. 

The ability of the home building industry to meet the demand for housing, including addressing 
affordable housing needs, and contribute significantly to the nation’s economic growth is 
dependent on an efficiently operating housing finance system that provides adequate and 
reliable credit to home buyers and home builders at reasonable interest rates through all 
business conditions. At present, home buyers and builders continue to confront challenging 
credit conditions weighed down by overly strict underwriting requirements that have been 
exacerbated by an uncertain future regulatory environment. This statement will examine 
several areas where government regulation has impacted the ability of the home building 
industry to recover from the recent economic downturn and meet the credit needs of this 
important sector of the economy. 

Demographic and Economic Overview 

The underlying demographics of the U.S. support a continuing rise in demand for housing over 
the next two decades. A combination of record births and past immigration will produce over 
four million people moving into prime household formation ages every year for at least the next 
twenty years. These young people, primarily the children of the baby-boom generation, will 
form their own households as they age into the 25- to 34-year old cohort. These younger 
households were among the hardest hit by the economic recession, reducing household 
formation rates by more than most other age groups. 

While older households have largely recovered from household arrangement setbacks, younger 
households are still struggling to return to pre-recession headship rates. And despite having 
lower headship rates than older segments of the population, these younger households are 


1 



337 


expected to add 2.4 million units to total housing demand over the next 10 years. Given their 
economic vulnerability, affordability w/ill be key to recovery for these households. 

Most newly formed households are just beginning their employment career and will not have 
large down payments or lofty credit scores. Current extra tight underwriting standards have 
made mortgage attainment even more difficult for younger families. Student debt 
responsibilities and lower starting salaries and wages compound the difficulty for younger 
individuals to transition to home ownership. 

In addition to the oncoming demand, NAHB estimates that two million households did not form 
during the recession and represent an additional pent up demand that will come to the housing 
market as the economy improves and hiring returns to more normal levels. Many young and not 
so young individuals either did not launch into an independent household or returned to live with 
their parents, relatives or friends after losing their Job or experiencing a significant reduction in 
income. NAHB expects these individuals to establish their own home and be in the market for 
an apartment or owned home as the economy expands. 

Providing affordable homes will also present a challenge to home builders as the cost of 
housing production rises. Builders are paying more for labor, land and building materials. As 
discussed later, builders continue to have difficulty accessing production credit from the 
traditional financial institution sources and have turned to non-traditional equity and debt 
sources that cost more. 

Factors Constraining Availability of Mortgage Credit 

While mortgage rates remain near historically low levels, access to mortgage credit is limited to 
those with pristine credit histories who can qualify for government-backed programs. Presently, 
FHA, VA, Fannie Mae and Freddie Mac (the Enterprises) account for more than 90 percent of 
mortgage originations. 

Today's tight lending conditions are keeping more buyers on the sidelines even as the housing 
market recovers. As discussed below, lender credit overlays, increased fees, significant new 
regulations and other factors continue to impact the availability of mortgage credit. At a time 
when housing affordability has been at record favorable levels and mortgage rates are near 
historic lows, more buyers should be entering the housing market. However, many creditworthy 
borrowers are not able to take advantage of these opportunities. As new rules are 
implemented, consideration should be given to how this increasingly imposing regulatory 
environment will adversely impact the availability of mortgage credit and impede housing market 
and economic activity. 

Lender Credit Overlays and Buy Back Risk 


Lender overlays in the mortgage credit process have been a major factor in the greater difficulty 
potential home buyers are having in obtaining financing as lenders are imposing credit 
underwriting standards that are more restrictive than FHA, VA, Fannie Mae and Freddie Mac 
require. These credit overlays are employed due to heightened lender concerns over forced 
loan buy-backs on mortgages sold to Fannie Mae and Freddie Mac and/or greater required 
indemnifications on FHA-insured and VA-guaranteed loans. 

When lenders sell loans to entities, such as Fannie Mae and Freddie Mac, and through the 
FHA/VA/Ginnie Mae securities process, they are required to make assurances that they have 
performed the appropriate level of due diligence on the loan application, and the lenders agree 
to buy back a loan if it is discovered that they were at fault in their underwriting process. These 
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representations and warranties (“reps and warrants”) have been a standard practice in 
mortgage lending. 

In the aftermath of the collapse in the housing market, the unden/vriting of delinquent loans was 
alleged to not meet the established criteria of FHA, the Enterprises, and other secondary market 
entities. As a result, lenders have faced a protracted fight with these agencies about the 
buyback of loans that have been deemed ineligible for Enterprise guarantees or government 
insurance based on the finding of faulty due diligence practices. Lenders complain that the 
criteria triggering buy-back demands by Fannie Mae and Freddie Mac and insurance claims 
rejections by FHA and VA are unclear and inconsistent. The resulting uncertainty has caused 
lenders to employ underwriting standards that are more restrictive than those required by FHA, 
VA, Fannie Mae and Freddie Mac, These lender “overlays” have closed the credit window to 
many aspiring home buyers who actually meet the loan qualification requirements established 
for these programs. 

While FHA and the Federal Housing Finance Agency (FHFA), which regulates Fannie Mae and 
Freddie Mac, have announced efforts to encourage lenders to refrain from excessive mortgage 
credit requirements, lender concerns about how federal agencies will implement repurchases 
and indemnifications continue to constrain credit availability. This is evidenced by the sharp 
increase in borrower credit scores since 2001. A recent report from the Urban institute (Ul) 
found that “In 2001 , 24 percent of purchase loans had FICO credit scores under 660, but that 
share dropped to 13 percent in 2012, and further to 10 percent in 2013. The share of loans with 
FICOs greater 750 increased from 31 percent in 2001 to 45 percent in 2012 and 47 percent in 
2013.”' The Ul report estimates that as many as 1.22 million fewer mortgage purchases were 
made in 2012 than would have been made had credit availability been the same as in 2001 . 

According to the 2013 State of the Nation’s Housing Report, these trends largely reflect the 
evaporation of loans to borrowers with weaker credit histories. “In 2007, borrowers with credit 
scores below 620 accounted for 45 percent of FHA loans. By the end of 2012, that share was 
under five percent.”^ Similar trends are evidenced in the share of first-time home buyers which 
accounted for 27 percent of home sales in December 2013, well below the historical average of 
about 40 percent. 

Loan Limits 


The maximum loan amount, or loan limit, is a key factor in determining whether a borrower will 
qualify for a government (FHA, VA), Fannie Mae or Freddie Mac loan program which carry 
lower interest rates than non-government backed programs. Recent changes to the FHA loan 
limits significantly lowered loan limits throughout the country. FHFA is contemplating lower loan 
limits for Fannie Mae and Freddie Mac. NAHB opposes lowering the loan limits because this 
will result in fewer loans being eligible for government or government-sponsored loan programs, 
reducing the overail availability of affordable mortgage credit. 

On January 1 , the maximum mortgage amount for FHA-insured single-family loans decreased 
by more than $100,000 due to the expiration of temporary increased limits set during the 
housing crisis. As required by the Housing and Economic Recovery Act of 2008 (HERA), the 
new national ceiling loan limit for the nation's highest cost areas has been reduced from 
$729,750 to $625,500. The current standard loan limit (or floor) for areas where housing costs 
are relatively low remains unchanged at $271,050. In addition, the formula for setting FHA loan 


* Urban Institute Housing Finance Policy Center Commentary, "Where Have All the Loans Gone? The Impact of 
Credit Availability on Mortgage Volume", March 2014. 

^ Joint Center for Housing Studies of Harvard University, State of the Nation's Housing 2013, page 19. 

3 



339 


limits in individual areas where median home prices are above the floor changed from 125% to 
115% of the area median home price. Loan limits in more than 600 counties nationwide have 
decreased as a result. 

A number of areas experienced limit drops far greater than what was anticipated based on the 
statutory change in the loan limit calculation, while some areas actually gained higher limits. 
These unexpected results are due to a change in HDD’s methodology for determining the level 
of area median home prices. 

An analysis bv NAHB indicates that, relative to 2013, loan limits dropped by more than 10 
percent in more than 400 counties, and more than 100 counties had a drop of more than 30 
percent. On the whole, the lower price limits will make it more difficult for first-time home buyers 
to purchase a home, particularly in job producing high cost areas of the nation. This will reduce 
housing demand and slow the recovery in housing, especially among younger prospective 
buyers who are seeking to start their careers, get married and have children. 

NAHB appreciates the efforts of Representatives Gary Miller (R-CA), Brad Sherman (D-CA), 
and Carolyn Maloney (D-NY) for introducing the Stabilizing FHA Loan Limit Calculations Act of 
2014 (H.R. 4208) that will address these unprecedented changes that are creating an 
environment of buyer and lender uncertainty in the housing market. With the availability of 
mortgage credit already overly restrictive, NAHB looks forward to working with the committee to 
advance H R. 4208 and ensure that HUD policies do not put homeownership out of reach for 
many American families. 

Lower loan limits for Fannie Mae and Freddie Mac are being contemplated, as well. While the 
2014 baseline maximum conforming loan limit for mortgages acquired by Fannie Mae and 
Freddie Mac will remain at the statutory maximum of $41 7,000, with high cost area limits up to 
$625,500, until Oct. 1, 2014, FHFA has requested comments on a proposal to subsequently 
reduce Fannie Mae's and Freddie Mac’s loan limits by 4 percent across the board, NAHB 
strongly opposes this plan and submitted comments on March 20, 2014 urging FHFA not to 
reduce the limits below the statutorily-mandated maximums. 

Fees 

Fees for government-backed mortgages continue to be at an increased level, even though the 
credit quality of the underlying loans is very high, as evidenced by the high FICO scores 
referenced earlier. These higher fees are usually passed on to consumers, making it more 
expensive for borrowers to obtain a home loan or, in some cases, even preventing them from 
qualifying for a loan. 

Since 2010, FHA has significantly increased their upfront and annual mortgage insurance 
premiums (MIP). The annual MIP on a typical FHA loan (LTV less than 95 percent and loan 
amount below $625,500) has nearly tripled and is presently 130 basis points compared to 50 
basis points in April 2010. The upfront MIP has increased to 175 basis points from 100 basis 
points in 2010. Further, last year, FHA terminated the policy that allowed borrowers to stop 
paying mortgage insurance premiums after their loan reaches 78 percent of its original value. 

As a result, the cost of an FHA loan over the life of the loan is higher than that of a conventional 
loan with private mortgage insurance which borrowers can stop paying when the LTV reaches 
78 percent of original value. 

At the direction of the FHFA, Fannie Mae and Freddie Mac have been increasing their 
guarantee fees (g-fees) that are charged to lenders to protect against credit-related losses. 
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Guarantee fees are now around 50 basis points - nearly double their level prior to the 
Enterprises being placed in conservatorship in September 2008. 

In addition to the guarantee fees, Fannie Mae and Freddie Mac continue to charge adverse 
market fees and loan level pricing adjustments. Fannie Mae and Freddie Mac have charged a 
25 basis point adverse market fee since March 2008 for whole loans and mortgage loans 
delivered into MBS. The loan level price adjustments, which have been charged since 2009, 
add delivery fees to mortgages purchased by the Enterprises. The delivery fees which vary 
based on credit score and loan-to-value ratio range from 25 to 325 basis points. This translates 
into a 6 to 80 basis point increase in mortgage financing costs. 

In early December 2013, FHFA announced plans to impose additional fee increases. FHFA 
directed Fannie and Freddie to raise g-fees in three segments, including a 10-basis point 
increase for all mortgages, and up to a 150 basis point increase in loan delivery fees. FHFA 
estimated that the changes would have increased mortgage rates by 1 1 basis points. However, 
independent analysis found that the increase would have been significantly higher for the most 
negatively impacted borrower pools, those with credit scores from 680 - 759 and 5-20 percent 
downpayment. The higher fees would have increased borrowing costs for these borrowers by 
roughly 20 to 40 basis points. 

In January, FHFA Chairman Watt announced that he was delaying the implementation of the 
higher fees until he could fully evaluate the rationale for the higher fees and the impact on the 
cost and availability of mortgage credit. While NAHB appreciates Chairman Watt’s decision to 
delay the fee increases, we question the need to continue the additional adverse market 
charges and loan level delivery charges. These fees were originally implemented to better align 
mortgage pricing with credit risk. With declining foreclosure and delinquency rates and 
improving profitability at Fannie Mae and Freddie Mac, FHFA should roll back these charges. 

Appraisals 

The current residential appraisal system is impaired due to inconsistent and conflicting 
standards and guidance: inadequate and uneven oversight and enforcement; a shortage of 
qualified and experienced residential appraisers; and, the absence of a robust and standardized 
data system. NAHB believes these problems must be addressed in order to restore confidence 
in the residential real estate market and to establish a foundation for sustainable growth of the 
U.S. economy. This can only be accomplished through sound valuation practices, policy, and 
procedures that produce more credible valuations under all economic circumstances. NAHB is 
committed to residential appraisal reform and looks forward to working with industry 
stakeholders to address the problems and implement solutions to the current U.S. residential 
appraisal system. 

The establishment of a single set of rules and appraisal forms should be incorporated as a high 
priority as part of housing finance system reform. These rules and forms should be guided 
through input from industry stakeholders to ensure the rules and forms meet the needs of all 
industry participants and serve to avoid collateral risk in the new housing finance system. 
Currently, Fannie Mae and Freddie Mac impose de facto appraisal authority through the 
guidelines they have established for appraisals on the mortgages they purchase and the forms 
they use to collect appraisal information. These Enterprise appraisal rules tend to restrict 
appraisers’ ability to pursue approaches that could result in more accurate valuation. In 
addition, confusion arises in how to interpret the Enterprise appraisal guidelines in relation to the 
rules established by The Appraisal Foundation (TAF) in the Uniform Standards of Professional 
Appraisal Practice (USPAP) and the appraisal regulations of the banking regulators. 
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In addition, NAHB believes it is extremely important to establish a timely value appeals process 
that is fair, balanced and appropriate to allow all parties to the transaction to appeal appraisals 
that do not meet USPAP standards or are based on inaccurate data or assumptions. The 
banking regulators could assist in this area by directing the financial institutions they regulate to 
develop and implement a value appeals process. 

Regulatory Constraints 

The regulatory environment for mortgage lending is undergoing significant changes as 
regulators implement new rules mandated by the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (Dodd-Frank Act). Uncertainty about the eventual regulatory 
landscape is another key factor that has tightened access to mortgage credit. Attempts by 
lawmakers and regulators to prevent a repeat of the housing boom/bust and the financial crisis 
by purging risk from mortgage lending has further tightened the credit box. 

Total loan production costs continue to escalate and NAHB is concerned about the impact of the 
additional regulatory cost to originate loans in today’s environment, particularly for smaller 
banks and independent mortgage bankers. Many of these smaller originators serve rural 
communities, first-time homebuyers and other underserved market segments and NAHB 
members are hearing that many smaller banks and independent mortgage bankers are 
choosing to depart the residential mortgage business. This exodus will cause less competition 
and provide consumers with fewer choices. 

NAHB supports steps to ensure that mortgage lending occurs in a safe and sound manner, with 
appropriate underwriting, prudent risk management and sound consumer safeguards and 
disclosure. NAHB believes that loans should be carefully undenwritten and adequately 
disclosed. NAHB also believes that it is critical that mortgage lending reforms are imposed in a 
manner that causes minimum disruptions to the mortgage markets, while ensuring consumer 
protections. 

Ability to Repay Rule 

The implementation of the final Ability to Repay (ATR) standard by the Consumer Financial 
Protection Bureau (CFPB), which took effect on January 10, 2014, has alleviated some of the 
regulatory uncertainty by defining new requirements and liabilities on lenders. However, the 
rule has created new hurdles for borrowers, especially low- to moderate-income buyers and self 
employed borrowers that are under increased scrutiny due to the debt-to-income calculation and 
stringent documentation requirements. 

The ATR rule establishes standards for complying with the abiiity-to-repay requirement by 
making a “qualified mortgage” (QM). The QM standard is intended to balance protecting 
consumers from unduly risky mortgages and providing lenders more certainty about potential 
liability. Lending outside the QM box is still allowed, and in fact, the CFPB is encouraging 
lenders to make non-QM loans. Lenders, however, must balance being exposed to increased 
litigation risk with expanding their product offerings. To the extent that lenders will remain 
cautious during the transition and beyond, creditworthy borrowers may not have access to 
affordable mortgage credit, or may be left out of the credit box all together 

NAHB appreciates the U.S. Department of Housing and Urban Development (HUD) release of a 
separate QM definition for loans insured or guaranteed by the agency, such as FHA loans. As 
the HUD QM allows for lenders to follow current FHA underwriting criteria, this has helped keep 
credit flowing. 
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It is important to note that the ATR includes a seven year window in which loans that are eligible 
for purchase by Fannie Mae and Freddie Mac are considered qualified mortgages. This 
provision of the ATR rule has helped to ensure the continued flow of credit through this 
transition period. As Congress actively debates the future of Fannie and Freddie, the 
interconnectedness of the Dodd-Frank regulations with the current structure of the housing 
finance system must be considered. 

Qualified Residential Mortgages 

A critical mortgage regulation mandated by Dodd-Frank - the Credit Risk Retention rule - has 
yet to be finalized. NAHB was pleased last August when the six federal agencies responsible 
for implementing the credit risk retention requirements re-issued a proposed rule with a revised 
definition of a “qualified residential mortgage” (QRM) that would equate with the definition of the 
QM. Aligning the QRM with the QM has many benefits. Establishing one streamlined 
regulation, instead of having two separate sets of underwriting criteria, will alleviate confusion in 
the marketplace and will help provide clarity and transparency for home buyers, lenders, 
investors and other housing market participants. Additionally, the underwriting criteria and 
product limitations contained in the QM will promote more prudent lending and will provide 
investors with an assurance that the loans are sustainable. 

NAHB is supportive of ensuring safe, well documented, and soundly undenvritten loans without 
limiting the availability, or increasing the costs of credit to borrowers. Aligning QRM with QM 
levels the playing field, promotes liquidity in the mortgage market and allows access to credit for 
a diverse range of home buyers, particularly first-time and low- to moderate-income home 
buyers. If the QRM is too restrictive, this important group of home buyers will have to rely on 
government programs or potentially risky mortgage products for low downpayment options. 
Encouraging private capital to provide mortgages with reasonable terms to a broad range of 
home buyers is imperative to support a sustained housing market recovery. 

Regulatory Barriers to Housing Production Credit 

Despite signs of improvement in recent months, many home builders continue to deal with a 
significant adverse shift in terms and availability on land acquisition, land development and 
home construction (AD&C) loans and builders with outstanding loans have faced numerous 
challenges. Lenders are reluctant to extend new AD&C credit or to modify outstanding AD&C 
loans in order to provide more time to complete projects and pay off loans. Lenders themselves 
often cite regulatory requirements or examiner pressure on banks to shrink their AD&C loan 
portfolios as reasons for their actions. While federal bank regulators maintain that they are not 
encouraging Institutions to stop making loans or to indiscriminately liquidate outstanding loans, 
reports from NAHB members in a number of different geographies continue to suggest that 
bank examiners in the field have adopted a more aggressive posture. 

While the home building industry is no longer experiencing the dramatic declines in the 
outstanding stock of AD&C loans that immediately followed the economic downturn, there still 
exists a lending gap between home building demand and available credit. Since the beginning 
of 2007, the dollar value of the pace of single-family permitted construction is down 39 percent. 
During this same period, home building lending for AD&C purposes is down 78 percent. This 
lending gap is being filled by other sources of capital, including equity investments from non- 
depository institutions and lending from other private sources, which may generally offer less 
favorable terms for home builders than traditional AD&C loans. 

The home building industry is predominantly made up of small businesses and these companies 
have traditionally relied on community banks for AD&C loans. With regulatory pressures 
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unfortunately still impacting the cost and availability of construction credit, congressional action 
is needed to help open the flow of credit to home builders. Without such action, there can be no 
sustainable housing recovery, which has major implications for our nation’s ability to recover 
from the economic downturn. 

NAHB appreciates the efforts of Representative Gary Miller (R-CA) and Carolyn McCarthy (D- 
NY) for introducing The Home Construction Lending Regulatory improvement Act of 2013 (H.R. 
1255) that would address several regulatory barriers to sound construction lending, and looks 
forward to working with this committee to advance regulatory reform in this area. Going 
forward, it does not seem likely that community banks will again resume the levels of AD&C 
lending previously undertaken unless some form of secondary market outlet is created to allow 
these institutions to sell their AD&C output and obtain liquidity for additional lending. 

NAHB is also very supportive of H.R. 1553, the Financial Institutions Examination Fairness and 
Reform Act introduced by Financial Institutions Subcommittee Chairman Shelley Moore Capita 
(R-WV) and Representative Carolyn Maloney (D-NY), that would provide new standards for 
bank examinations. Of particular note to the home building industry, such new standards would 
specify that a commercial loan (including AD&C loans) cannot be placed in nonaccrual status 
solely because the collateral has deteriorated in value. Additionally, the legislation would clarify 
that a new appraisal is not required on a commercial loan unless an advance of new funds is 
involved. Last July, H.R. 1553 was incorporated into H.R. 2767, the Protecting American 
Taxpayers and Homeowners Act of 2013 (PATH Act). While there are policy elements of the 
PATH Act that NAHB supports, we strongly oppose the legislation because of its lack of federal 
support for housing. NAHB looks fonward to working with the committee to advance key 
elements of our AD&C credit crisis legislative agenda. 

Conclusion 


NAHB appreciates the Financial Services Committee’s focus on regulatory activities that are 
adversely impacting the economy. Housing is an important source of economic growth and Job 
creation; and regulations are limiting home builders’ ability to grow and contribute positively to 
the economy. 

As of the final quarter of 2013, housing’s share of gross domestic product (GDP) was 15.3 
percent, with home building yielding 3.1 percentage points of that total. Historically, residential 
investment has averaged roughly 5 percent of GDP while housing services have averaged 
between 12 percent and 13 percent, for a combined 17 percent to 18 percent of GDP. While 
these shares tend to vary over the business cycle, clearly housing is an important factor in a 
healthy economy. Job creation is one of the important ways that housing contributes to GDP. 
NAHB estimates that building an average new single family home creates 3.05 jobs; building an 
average new multifamily rental unit creates 1.16Jobs; and every $100,000 spent on residential 
remodeling creates 1.11 jobs. Therefore, the cost and availability of credit for builders and 
home buyers has a direct impact on the ability of housing to contribute to economic growth. 

Yet, the home building industry continues to confront significant regulatory headwinds. Along 
with the challenges that builders face in securing financing, new regulations are being 
developed that impact all aspects of home building. For instance, the housing and construction 
industry is actively engaged with OSHA, EPA and other agencies on new regulations which 
could drive up the cost of housing further. All of these issues must be factored into the cost of 
housing. As the cost of housing increases and the credit box remains tight, home buyers and 
renters will have fewer safe, decent and affordable housing options. 
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Introduction 

Chairman Hensarling, Ranking Member Waters, and Members of the Committee, thank 
you for the opportunity to offer testimony regarding the economic consequences of recent 
rulemaking and supervisory and enforcement actions. It is my privilege to serve as 
President of the National Association of Retail Collection Attorneys (“NARCA”). 

NARCA is a not-for-profit trade association comprised of over 700 law firms engaged in 
the practice of consumer debt collection law. Attorneys employed by NARCA member 
law firms are committed to the fair and ethical treatment of all participants in the debt 
collection process. As officers of the court, they must adhere to applicable state and 
federal laws, rules of civil procedure, state bar association licensing and education 
requirements and the rules of professional conduct. 

NARCA has a significant interest in ensuring that Consumer Financial Protection Bureau 
(“CFPB”) rulemaking is consistent with NARCA members’ professional responsibilities 
to their clients, the courts, consumers and the general public. NARCA does support 
reasonable rulemaking that ensures consumers are adequately protected, provided such 
measures do not unduly burden legitimate debt collection. 

As a preliminary matter, the CFPB asserts that its authority to regulate the practice of law 
by collection attorneys derives from the Dodd-Frank Act. NARCA does not concede this 
point and has submitted comments on this issue in response to CFPB rulemaking. While 
these arguments are outside the scope of this hearing, I think it is important for the 
Committee to understand that the premise of CFPB regulation of attorney conduct is not 
without controversy. 
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Effect of Regulation on Law Firms 

NARCA’s membership is largely comprised of law firms which, in terms of size, would 
be considered small businesses. Over 63% of NARCA members have twenty-five 
employees or less. President Obama stated in 2010 that small businesses (which 
presumably include small law firms) are “the backbone of our economy and the 
cornerstones of our communities.” And yet, when I look at the effect of CFPB 
regulation, I know first-hand that these smaller law firms are bearing the brunt of the 
burden. 

As President of NARCA I am told with increasing frequency about smaller law firms that 
are “folding” or changing practice areas because of the compliance costs associated with 
new regulations. These firms employ hard-working men and women who are not only 
lawyers, but also individuals in IT, bookkeeping, human resources and compliance. 

Many of these firms have been in existence for over 20 years. They have always been 
compliant with state and federal laws and have never had any action brought against them 
under the Fair Debt Collections Practices Act or other consumer protection laws. 
Nevertheless, in the past year a number of these law firms have received letters from 
significant clients telling them in so many words “thanks, but no thanks.” While the 
work of these firms was exemplary in every respect, the cost of compliance was just too 
expensive and the risks too great. Larger participants, seeing declining revenues due to 
compliance requirements and needing to reduce their audit costs, would rather work with 
five large partners than ten smaller ones. It’s the classic story of the little guy (or girl) 
who just can’t compete and is now left out of the game. 

At a CFPB Field Hearing last July, Director Cordray stated that “there is no reason why 
debt collectors cannot treat consumers with dignity and respect, even as businesses are 
able fairly to collect the money that is actually due to them.” While 1 agree whole- 
heartedly with Director Cordray’s remarks, the current regulatory scheme cannot achieve 
the unachievable. What the CFPB wants is better customer service from the debt 
collection industry; a Main Street perspective. But how can you achieve that personal 
level of service when the only way to succeed is to use the Wall Street Model and employ 
hundreds, if not thousands of people who will never talk to the same consumer twice? 

It’s like comparing a “big box” retailer to a local proprietor: Sure, the “big box” is 
cheaper, but you know the comer store will do a better job of dealing with a problem. 

Dodd-Frank was enacted to prevent “too big to fail.” Small businesses and law firms in 
the debt collection industry are losing their ground in this current regulatory environment 
because, sadly, they are simply “too small to succeed.” 
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NARCA agrees with the U.S. Chamber of Commerce that it is of the utmost importance 
that “the CFPB approaches rulemakings with the highest sensitivity towards the Bureau’s 
impact on small businesses.” Further, it should be mandatory that the CFPB solicit 
public feedback on the consequences, intended and unintended, on small businesses at a 
fixed point in time following implementation of a final rule. This requirement should be 
in conjunction with a post-implementation review by a Small Business Advocacy Review 
Panel. 

How much has the cost of compliance increased for collection law firms? NARCA asked 
that question of its members in preparation of its response to the CFPB’s recent Advance 
Notice of Proposed Rulemaking (“ANPR”). NARCA members report that over the past 
three years the cost of compliance has increased 327.1% 

Effect of Regulation on Consumers 

Every collection attorney will tell you that communication is the key for consumers to 
resolve their debts. Whether the debt is admittedly owed or is in question, resolution is 
achieved through interaction between the consumer and the collector. The CFPB should 
be more proactive in encouraging this communication. Instead, the tone and spin of the 
CFPB’s press releases, bulletins and testimony is far more likely to strike fear into the 
hearts of consumers and discourage these conversations. In fact, the CFPB has published 
template letters that consumers may use to communicate with debt collectors. These 
letters, drafted without any industry input, are designed to halt communication between 
consumers and debt collectors. 

Participants at both the FTC-CFPB Roundtable and NARCA’s Legal Symposium on 
Consumer Debt Collection explained that debt collectors have three avenues to collect 
debt: 1) communicate with the consumer by mail; 2) communicate with the consumer by 
telephone; and 3) file a lawsuit against the consumer if the consumer refuses to 
communicate. The lawsuit avenue is seldom a preferred choice for consumers, creditors 
or collection attorneys. Any opportunity to achieve resolution prior to suit generally 
inures to the benefit of all in terms of cost, convenience and outcome. Thus, it is not 
surprising that NARCA members reported in response to the ANPR that it is over 80% 
more likely a collection lawsuit will be filed if a consumer refuses to communicate. 
Further, the ANPR responses show that settlement terms are significantly more favorable 
to consumers if negotiated prior to the filing of a lawsuit than after. 

The NARCA Legal Symposium on Consumer Debt Collection, held in October 2013 at 
The George Washington University, included a panel entitled “Legal Collections: The 
Essential Link to a Successful Credit-Based Economy.” Panelists included Dr. William 
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Dunkelberg (Professor of Economics, Temple University), Troy Paredes (former 
Commissioner, SEC), Alfred Pollard (General Counsel, FHFA) and Todd Zywicki 
(Professor, George Mason University School of Law). In summary, the panelists 
explained that the availability of credit improves consumers’ overall quality of life and 
allows businesses to operate more efficiently. However, as regulatory requirements 
begin to mount, those who were intended to benefit from the regulation begin to bear 
some of the burden. Debt collection regulations raise the cost, legal and otherwise, of 
providing credit and reduce the recovery of debt per dollar of effort expended. The end 
result is a decrease in the availability of credit to consumers. 

The conclusions of the panelists are supported by a Working Paper (No. 13-38) published 
by the Federal Reserve Bank of Philadelphia in May 2013. The author stated: 

The effect of debt collection restrictions on the number of revolving lines 
of credit is negative, statistically strong, and economically significant. . . 

Robust contract enforcement can help explain the existence of large and 
active retail credit markets and contribute to our understanding of how 
these markets function. In terms of policy implications, my results indicate 
that financial regulation that institutes strong consumer protection must be 
balanced with creditor rights in order for the latter to extend consumer 
credit in the first place. 

Conclusion 

Thank you for the opportunity to offer this testimony. NARCA is committed to working 
with the CFPB to ensure rulemaking strikes the proper balance between consumer 
protection and preservation of creditors’ rights and the availability of affordable 
consumer credit. Small businesses and law firms should not fail simply because they are 
“too small to succeed.” 
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The U.S, Chamber of Commerce is the world’s largest business federation 
representing the interests of more than 3 million businesses of all sizes, sectors, and 
regions, as well as state and local chambers and industry associations. The Chamber is 
dedicated to promoting, protecting, and defending America’s free enterprise system. 

More than 96 % of Chamber member companies have fewer than 100 
employees, and many of the nation’s largest companies are also active members. We 
are therefore cognizant not only of the challenges facing smaller businesses, but also 
those facing the business community at large. 

Besides representing a cross-section of the American business community with 
respect to the number of employees, major classifications of American business — e.g., 
manufacturing, retailing, services, construction, wholesalers, and finance — are 
represented. The Chamber has membership in aU 50 states. 

The Chamber’s international reach is substantial as well. We believe that global 
interdependence provides opportunities, not threats. In addition to the American 
Chambers of Commerce abroad, an increasing number of our members engage in the 
export and import of both goods and services and have ongoing investment activities. 
The Chamber favors strengthened international competitiveness and opposes artificial 
U.S. and foreign barriers to international business. 

Positions on issues are developed by Chamber members serving on 
committees, subcommittees, councils, and task forces. Nearly 1,900 businesspeople 
participate in this process. 
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The U.S. Chamber of Commerce, the world’s largest business federation 
representing the interests of more than three million businesses of ah sizes, sectors, 
and regions, as well as state and local chambers and industry associations, and 
dedicated to promoting, protecting, and defending America’s free enterprise system, 
believes that effective regulation is needed to ensure the safety and soundness of the 
financial markets. The Chamber would like to thank you and the members of the 
House Financial Services Committee for your continued work and focus on issues of 
importance to the competitiveness of our capital markets. Sound and balanced 
regulatory structures are needed for these markets to spur growth and create jobs in a 
global economy. 

In 2007, in order to achieve these goals, the Chamber established the Center 
for Capital Markets Competitiveness (CCMC) to advocate for the replacement of the 
existing early twentieth century era financial regulatory system with one to effectively 
regulate a globally competitive twenty-first century economy. Since that time, the 
CCMC has worked with the various regulators to promote policies for greater 
transparency, eliminate regulatory dead-zones, and increase coordination amongst 
agencies while encouraging greater consumer protection and capital formation. The 
CCMC has filed well over 500 comment letters and had hundreds of meetings with 
regulators in this effort. 

While some of these efforts have been more successful than others, we would 
like to share some of the Chamber’s experiences as you review the efforts by the 
banldng regulators to oversee the marketplace. We have found that each regulatory 
agency is different, where some agencies will attempt to regulate through enforcement 
actions instead of rule-writing, while other agencies have flawed rule-writing processes 
that do not adhere to statutory requirements. In either case, the outcome is the same: 
unclear or unworkable rules that hamper the ability of businesses to operate while 
hindering effective consumer and investor protection. 

The Chamber is grateful for the Committee’s attention to these issues and 
welcome the opportunity to provide this statement for the hearing record, which 
includes nine case studies for your consideration. Each describes an example of 
agency overreach, the use of a shortcut, or a lack of coordination that threatens to 
impede capital formation, harm Main Street businesses, or reduce credit options for 
consumers. 

A. Regulating Consumer Credit 

We recognize that rulemaking can be time-consuming and that regulators may 
find other means of setting clear standards to be more effective in certain situations. 
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But this is no excuse for making regulatory policy behind closed doors. Nor does it 
justify adopting policies that have been shielded from public comment and economic 
analysis. This is not how the regulatory system is supposed to function, and for good 
reason. As the Bipartisan Policy Center explained in the case of the Consumer 
Financial Protection Bureau (CFPB), using transparent and inclusive procedures 
generates better outcomes: 

[WJhen the Bureau operated in a transparent, open, and iterative 
manner, repeatedly seeking input from all stakeholders throughout a 
process, the results were generally positive. However, when the 
Bureau made unilateral decisions, rolled out initiatives, rules, or 
processes as a result of a more closed, internal deliberation 
process, the results were far more likely to be problematic. 
Sometimes the Bureau went back, sought input, and improved the end 
result. Sometimes it did not.' 

Although other financial regulators have made similar mistakes, CFPB 
unfortunately has been particularly weak in its commitment to transparent and 
inclusive regulatory policy making. As we explained in a letter to Director Richard 
Cordray on February 12, 2014, the Chamber is seriously concerned by the Bureau’s 
failure to work toward clear, evenly applied, economically sound standards.^ CFPB 
has a variety of tools that would allow it to explain the requirements of statutes and 
regulations within its jurisdiction. Nonetheless, despite repeated and often bipartisan 
requests for greater transparency, CFPB frequently has chosen to make regulatory 
policy without obtaining public input or committing to a clear statement about what 
the law requires.’ As a result, CFPB has made it virtually impossible for companies to 
determine in advance what they should do to comply with the law. Faced with 
regulatory uncertainty and the real potential of enforcement actions that inflict 
substantial reputational risk, some market participants are simply abandoning 
consumer lending in areas that are not core to their business. The result is fewer 
choices, less competition, and higher costs for consumers. 

1. Indirect Auto Lending 


’ Bipartisan Policy Center, The Consumer financial PTViection Bureau: Measuring fhe Process a Neaf AgenQ', at 5 (Sept. 2013) 
(emphasis added). 

“ It is no coincidence, we believe, that a regulator that is so free from the checks normally provided by other elements of 
the federal government would make policy in a manner that disclaims any responsibHity or accountability to Congress, 
the public, or other stakeholders. 

^ Congress granted the Bureau broad power to promulgate rules as well as authority to issue clarifying guidance, 
interpretations, and statements of policy. See Pub. L. 111-203 § 1012(a)(10), § 1022 (2010). 
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The Equal Credit Opportunity Act (ECOA) prohibits lenders from 
discriminating on the basis of race, sex, and other similar grounds against otherwise 
creditworthy individuals. The text of the statute prohibits intentional discrimination 
and the Chamber strongly supports efforts to detect and punish such discrimination; 
but the statutory text does not impose liability if a facially nondiscriminator}^ practice 
has a disparate impact on a group protected by the statute. The Bureau nonetheless 
has moved — ^without undertaking a rulemaking on the subject — to impose disparate 
impact liability on indirect auto lenders through a March 21, 2013 bulletin on 
“Indirect Auto Lending and Compliance with the Equal Credit Opportunity Act.” 

More specifically, CFPB is seeking to regulate the practices of auto dealers — 
over whom it has no jurisdiction — ^by holding liable the banks and other financial 
institutions that provide auto loans. CFPB claims that the industry’s long-established 
method of compensating dealers for their role in bringing together lenders and auto 
purchasers, an amount typically set by the dealer and paid by the consumer, could be 
used to prove disparate impact discrimination by the banks and financial institutions. 
The Bureau does not believe that it must prove intentional discrimination. Nor is it 
material to the Bureau that the financial institutions did not know of the claimed 
discrimination or that each institution has clear policies forbidding discrimination. 

CFPB instead believes that it may find an ECOA violation whenever the 
Bureau’s unproven “proxy” analysis for determining “race and national origin 
probabilities” indicates that dealer compensation resulted in statistically significant 
differences in the interest rates paid by different demographic groups, and that those 
differences were not the result of other legitimate pricing variables. By taking this 
position, CFPB has created enormous uncertainty in the auto finance market, 
threatening to raise the cost of credit and drive the industry to untested business 
models that could be harmful to consumers. 

These concerns have resonated broadly in this Committee and elsewhere in 
both the Senate and the House of Representatives. Congress, of course, could have 
included a provision in the Dodd-Frank Act that imposed disparate impact liability on 
indirect auto lenders or on auto dealers. It did not. In fact, that Act specifically 
carved out dealerships engaged in indirect auto financing from the Bureau’s 
jurisdiction.'' Given this clear expression of congressional intent — as well as the 
obvious implications for the availability of credit and harm to small businesses — 
Members of Congress have been concerned, on a bipartisan basis, about the Bureau’s 
disruption of the auto finance market 


■> Pub. L. 111-203 § 1029 (2010). 
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Thus, CFPB has received requests for explanation from Members of Congress, 
both at hearings and in bipartisan letters with numerous signatories. These letters 
have come from a majority of tlie members of this Committee, a group of twenty two 
Senators, and sixteen members of Florida’s House delegation who implored CFPB to 
reverse its previous refusals to provide anyone with the raw data and analytical 
methods it is using in its disparate impact analyses.^ In a time of sharp political 
disagreements, these Members have been able to agree that the Bureau must explain 
the legal and factual bases for its actions, and why it is creating a very significant 
incentive for adoption of alternatives to the business models that currently prevail in 
today’s highly efficient auto finance market, alternatives that are likely to restrict credit 
availability and increase cost 

If CFPB persists in attempting to change the prevailing method by which 
indirect finance sources compensate dealers for arranging financing for consumers, it 
should undertake a mlemaking to address the legal, analytical, and practical questions 
raised by Members of Congress and by market participants to ensure consumers are 
not needlessly impacted.'* The Bureau has not done so, however, fostering rather than 
eliminating ambiguity on this topic. 

As a result, important questions remain unanswered. For example: 

• Financial institutions do not deal directiy with the auto purchasers who are 
obtaining credit; the auto dealers perform that role — and the law does not 
permit auto dealers to record information regarding the race, gender, or 
other characteristics of every auto purchaser; or to provide that information 
to the financial institutions. Given that reality, how are financial institutions 
supposed to reliably determine whether there is an impermissible disparate 
impact, let alone guard against that possibility in the future? 

• CFPB’s methodology for calculating disparate impact — ^which relies upon 
“proxies” (such as name and residence address) to determine an auto 
purchaser’s race and gender, and unknown control factors tliat lead CFPB 
to conclude that pricing disparities are the result of discrimination — has 
never been fully explained, and therefore cannot be replicated by indirect 
lenders that seek to evaluate their portfolios to ensure that auto dealer 


^ See Letter from Representative Sewell and Representative Scott to Director Richard Cordray (May 31, 2013); Letter 
from Representative Bachus and Representative Capito to Director Richard Cordray Qune 20, 2013); Letter from 
Senator Portman and Senator Shaheen to Director Richard Cordray (Oct. 30, 2013); Letter from Representative Akee 
Hastings and Representative Posey to Director Richard Cordray ^Dec. 18, 2013). 

'' The Bureau clearly recognizes its authority over this subject since in 2011 it reissued the implementing regulation for 
ECOA. 76 Fed. Reg. 79442 (Dec. 21, 2011). 
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participation in the interest rate is not having a disparate impact. Nor has 
the Bureau explained what threshold it beUeves constitutes a statistically 
significant disparate impact and how it is sure that any such amount is not 
within the margin of error of its analysis. 

CFPB’s March 21, 201.3, bulletin did not answer these questions.’ It instead 
identified a number of steps that lenders could take in hopes of ensuring compliance 
with ECOA, without any assurance or clarity that these steps would constitute 
acceptable compliance. The Bureau has said that adoption of flat-fee pricing — 
requiring auto dealers to charge the same fee to every single customer who obtains 
financing — ^would protect indirect lenders against disparate impact liability. That 
would be a dramatic change in the auto lending market, in which flat fees are not the 
predominant method of compensating dealers for arranging financing, but CFPB has 
chosen not to solicit public comments on, and itself has not publicly assessed, the 
effect on credit availability and cost of the flat fee model it apparently prefers.* 

The recent enforcement action against Ally Bank demonstrates the very 
significant problem confronting lenders. ITie Ally consent order states that the 
disparities found by CFPB are “statistically significant,” that the Bureau identified 
\tiolations through a proxy methodolog}’ described as “the Bayesian Improved 
Surname Geocoding (BISG) method,” and that the explanations offered by Ally did 
not “appropriately reflect [. . .] legitimate business needs.”^ 

But CFPB’s order does not explain: 

• How its “proxy methodology” works; 

• The error rate anticipated by this proxy methodology and the level of errors 
at which the underlying conclusions about disparate impact would remain 
statistically valid; 

• What it considers a “statistically significant” disparate impact or even 
whether it gauges that impact by basis points or another measure; 

• What analytical controls it applies to ensure that the consumers from 
different groups who are being compared are “similarly situated” (i.e., what 


’ CFPB Builetm 2013-02, Indirect .\uto Lending and Compliance with the Equal Credit Opportunity .\cr (Mar. 21, 
2013). 

® See Letter from Director Richard Cordray to Senator Rob Portman and Senator Jeanne Shaheen (Nov. 4, 2013). 

^ Consent Order 6, File No. 2013-CFPB-0010 (Consumer Finance Protection Bureau, Dec. 20, 201.3). 
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analytical controls it is appl5fing to isolate a consumer’s background as the 
sole reason for any statistically significant pricing disparities that the Bureau 
finds between different groups of consumers); 

• What it considers to be “legitimate business needs” that properly may result 
in pricing disparities; and 

• How it concluded that the disparities at issue resulted from the subject 
lending practices. 

Because the analysis and factors used by CFPB remain unknown, no company 
can build a compliance regime that it knows will satisfy the Bureau. Indeed, the 
continuing monitoring system imposed under the Ally consent order appears 
premised on the inevitability of future violations,*® su^esring that no one — including 
the Bureau — knows how to ensure compliance going forward. 

Lenders that are unwilling to operate under the constant threat of disparate 
impact liability — and no company wants to be labeled “discriminatory” by a 
government agency — have two choices: either leave the market or move to a flat-fee 
model. 


CFPB appears not to have considered the consequences of such changes for 
consumers — even though reduced lender participation and the elimination of price 
discounting could shrink credit availability and raise consumers’ costs. So far, in fact, 
industry groups have had to fiU the void for research into the consumer impact 
associated wifh a move to a flat-fee model." Surely that is a matter warranting 
significant attention from the Bureau. 

In recent testimony before this Committee, Director Cordray acknowledged 
the complexity of this issue, and explained that “. . . in our bulletin, we made it clear 
that flat fees are one mechanism by which lenders could address this issue. But it’s by 
no means necessarily the only mechanism. And my real answer to your question is I 
don’t know that we know all tlie mechanisms yet that would be satisfactory. And we 
are open to auto lenders, and others, bringing those to our attention.” 

If the adoption of a flat-fee standard is the Bureau’s goal, it should pursue that 
goal through a rulemaking that fuUy considers any resulting consumer benefit or 

See id. at f 31(f) (providing for remuneration of affected consumers for fijture “statistically significant dealer markup 
disparities for that group at or above the agreed upon target”). 

” See Press Release, American Financial Services Association, ‘A^ehicle Finance Industry Commissions Study to Address 

Fair Lending” (Nov. 12, 2013). 
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harm. If that is not the goal, as your comments above suggest, the Bureau should 
provide meaningful guidance, whether through rulemaking or less formal means, that 
allows indirect auto lenders to build effective compliance regimes. 

Of course, the problem is not unique to the indirect auto lending market 
Wherever CFPB intends to apply complex statistical analysis to enforce a disparate 
impact standard, it must be transparent about its methodology and carefully, and 
publicly, weigh the costs and benefits of any policy change — such as flat pricing — that 
the Bureau’s approach would require, whether as a matter of law or as a matter of 
practical consequences. 

2. “Abusive” Acts or Practices 

Consumer protection laws long hav^e prohibited “unfair or deceptive” 
practices — ^and those terms have a setded meaning as a result of the Federal Trade 
Commission’s policy statements on “Deception” and “Unfairness” — ^which 
themselves rest on and incorporate decades of enforcement decisions and other 
litigation.'^ 

The Dodd-Frank Act, however, goes further, empowering CFPB to prevent a 
person subject to the Bureau’s jurisdiction “from committing or engaging in an unfair, 
deceptive, or abusive act or practice”; unfortunately the statute’s ambiguous limiting 
language provides no practical guidance for a business trying to determine whether 
particular conduct is lawful.'^ 

The “guidance” issued so far by CFPB on the meaning of “abusive” simply 
recites the statutory language.’’' It does not provide regulated businesses with the 
clarity available from the FTC policy statements and prior decisions interpreting 
“unfair” and “deceptive,” or even give examples of the types of practices that would 
be considered abusive but are not otherwise unfair or deceptive. For three years, the 
Chamber has sought to obtain at least some clarity regarding the scope of the 
prohibition on abusive acts or practices — out of concern that this prohibition itself 


See PTC Policy Statement on Deception (Oct. 14, 1983), appended to Oiiid&ic Associates, Inc., 103 F.T.C. 110, 174 
(1984), available at http://www.ftc.gov/bcp/poIicystmt/ad-decept.htni; FTC Policy Statement on Unfairness (Dec. 17, 
1980), appended to International Harvester Co., 104 F.T.C. 949, 1070 (1984), available at 
http:/ /www.ftc.gov/bcp/policystmt/ad-unfatr.htm. 

'3 Pub. L. No. 111-203, § 1031(a) (2010), codiSed at 12 U.S.C. § 5531. 

See 12 U.S.C. § 5531(d); CFPB Stpsmmn and Examination Manual, Part II.C (Oct. 2012), avaikbk at 
http://files.consumerfinance.gOv/f/201210_cfpb_supervision-and-examinadon-manual-v2.pdf; CFPB BuUefin 2013-07, 
Prohibition of Unfair, Deceptive, or Abusive Acts or Practices in the Collection of Consumer Debts (July 10, 2013), 
available it/http://files.consumerfinance.gov/f/201307-_c%b_bulletin_unfeir'deceptive -abusive-practices.pdf. 
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would be abused to create a vague and potentially very expansive form of Kability. The 
Bureau’s recent enforcement actions confirm those fears. 

On May 30, 2013, CFPB initiated an action against American Debt Settlement 
Solutions, Inc. (ADSS). The resulting consent order stated that ADSS’s actions were 
“abusive” in violation of Dodd-Frank because r\DSS “knowingly enrolled in its debt- 
relief programs consumers whose financial conditions make it highly unlikely that they 
can complete the programs, and ADSS has nonetheless collected fees from 
consumers who had inadequate income to complete their debt-settlement program.”*^ 

The conduct described in the consent order was obviously wrongful, and found 
to be unfair and deceptive. But CFPB nonetheless chose to use an enforcement action 
in which the “abusive” claim was unnecessary and would go uncontested to begin to 
establish precedent regarding the meaning of “abusiv'e.” Thus, the “abusive” finding 
in the consent decree was not based on a determination that ADSS acted with 
wrongful intent — even though the rest of the findings make clear that ADSS did in 
fact have actual knowledge that the consumers could not complete the program — ^but 
rather appears to hinge only on the fact that the company had information indicating 
that consumers could not complete the program, whether or not the company had 
actually analyzed those consumers’ ability to complete the program. The Bureau, in 
otlier words, has at least indicated that “abusive” conduct can be established by 
simple negligence in offering a product or service to any consumer if information 
available to the company would show that the product is not suitable for the 
consumer, even if the company has not undertaken that analysis. But again, the 
Bureau has espoused that standard indirectly, only by implication. 

That leaves companies without any certainty regarding the legal test and, 
importantly, enables CFPB merely to imply this broad liability standard and therefore 
avoid responsibility for the adverse consequences tliat would flow from such a 
standard, such as the significant reduction in the availability of consumer credit if 
companies had to shoulder the expense of analyzing each consumer’s suitability for 
every consumer financial product or service before offering the product or sertdee to 
the consumer. Indeed, the Bureau does not appear to have assessed the consequences 
of its apparent interpretation or requested public comment on the issue, even though 
Congress considered the issue and specifically refused to enact suitability-type 
requirements included in early versions of the Dodd-Frank Act. 

CFPB also included an “abusive” allegation in a subsequent enforcement action 
against Cash Call, Inc., a company that services and collects on consumer installment 


CFPB V. American Debt Settlement Solutions, Inc, eta/.,No. Shl3-cv-80548-DMM, at 7-8 (S.D. Fla., June 7, 2013). 
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loaiis.“ In addition to both an unfairness and a deception claim, the Bureau alleged 
that Cash Call had engaged in an abusive act or practice by collecting on loans that, 
according to the Bureau, were void under state law. This allegation raises the question 
what other violations of state law might, in the Bureau’s view, amount to “abusive” 
acts or practices for the purposes of federal law, even if the company was unaware of 
the purported state law violation. This litigation will not answer that broad question — 
and wiU leave the legal standard uncertain. 

Given these two CFPB enforcement actions, what should a regulated business 
do if it wants to comply with the law? Implement a compliance system based on the 
broadest possible interpretation of the Bureau’s view — even if that will have adverse 
consequences for credit availability — or implement a system based on a narrower view 
(such as requiring intentional wrongdoing) and risk the possibility that the Bureau wiU 
subsequently interpret the provision more broadly? The Bureau could answer these 
broad questions — and assess whether its current approach would in fact have adverse 
consequences for consumers— even if it does not now wish to adopt a definitive 
construction of the term “abusive.”*^ 

By leaving these critical questions unanswered, CFPB risks real consumer 
harm. The Bureau’s authority to prohibit “abusive” practices extends over every 
consumer credit transaction within its jurisdiction. Every market participant now must 
determine whether it can offer low-cost and innovative credit products without the 
risk of future second-guessing by the Bureau. This legal uncertainty inevitably will 
increase consumers’ costs, reduce product offerings, and restrict credit availability. 

3. Liability for the Acts of Service Providers 

Similarly, CFPB has created unnecessary ambiguity regarding the scope of a 
financial service company’s liability for the actions of a service provider. The Bureau 
has authority to issue rules covering service providers, to supervise those providers, 
and to bring enforcement actions against them.'* Congress thus clearly intended the 
Bureau to be able to hold service providers accountable for any unlawful practices. In 
contrast, the Dodd-Frank Act does not specify a basis for holding a company liable 
for the unlawful acts of its service provider. 


See Complaint, Consumer Fimncial Protection Bureau v. Cash Call, /ffc.,No; l:l3-cv-13167-MBB (D.Mass. 
Dec. 16,2013). 

A public process also would allow the Bureau to explain how its interpretation of abusive acts or practices does not 
contradict the Dodd-Frank Act’s bar on the imposition of interest rate caps. See 12 U.S.C. § 5517(o). 

See 12 U.S.C. §§ 5514(e), 5515(d) (providing super\’Kory authority over ser\nce providers); 12 U.S.C. § 5531(a) 
providing enforcement authority over service providers); 12 U.S.C- § 5531(b) providing authority to prescribe rules 
applicable to service providers reading unfair, deceptive, or abusive acts or practices). 
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The absence of statutory guidance on this significant question argues strongly 
for CFPB to undertake a rulemaking — or at least issue clear guidance — -before 
imposing liability on a business for the unlawful acts of sendee providers. The Bureau 
clearly has the authority to consider a matter so “necessary or appropriate” to the 
administration of the Federal consumer financial laws.’^ 

The only guidance provided by CFPB on this topic came in the form of a 
bulletin in April 2012. That document makes clear that the Bureau intends to hold 
companies accountable for failings by their sendee providers. It does not, however, 
provide any meaningful explanation of the scope or basis for that liability, or give 
companies concrete guidance on how to build risk-management regimes. Instead, 
CFPB states that business arrangements with service providers must not present 
“unwarranted risks to consumers,” that companies must conduct “thorough due 
diligence” and “appropriate training and oversight,” and that companies are obligated 
to take “prompt action to address fuUy any problems identified through the 
monitoring process, including terminating the relationship where appropriate.”"” 

The far more detailed guidance issued on the very same topic by the Federal 
Reserve and the Office of the Comptroller of the Currency”’ makes clear CFPB could 
do much more to help financial service providers manage risk and comply with the 
law. 


Even in the absence of meaningful guidance to companies, CFPB has enforced 
standards it has never clearly articulated. A recent enforcement action against GE 
Capital Retail Bank and CareCredit LLC alleged that consumers were injured when 
service providers — generally doctors’ and dentists’ offices — ^inadequately explained 
the terms of a deferred interest promotion. The resulting consent order effectively 
treated these alleged violations of the Dodd-Frank Act as if they were committed 
directly by the companies themselves. To remedy these alleged violations, the Bureau 
imposed a monetary fine and a series of specific controls over the service provider 
relationships going forward. 

Again, a law-abiding business would not know whether the terms of the 
consent order reflect generally applicable standards that CFPB believes other financial 
institutions should follow. And the Bureau’s decision not to obtain public comment 


1’ See 12 U.S.C. 5 .';.512(b)(l). 

2*’ CFPB Bulletin 2012-03, Service Providers at 2-3 (April 13, 2012), cmulabk at 
http://consumerfinance.gOv/f/201204_cfpb_btjUctin_service_providers.pdf. 

See Board of Governors of the Federal Reserve System, Guidance on Managng Outsourcing (Dec. 5, 2013), available at 

http://www.federalresen'e.gov/bankinforeg/srlerters/srl319al.pdfi Office of the Comptroller of the Currency, OCC 
Bulletin 2013-29, Third Parly Pclatiomhips (Oct. 30, 2013), fl/http://%'ww.occ.gov/news- 

issuances /bulletins/20 1 3/builetin-201 3-29.html. 
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means it cannot predict the consequences of applying such a rule broadly — for 
example, that costs to consumers would increase because financial institutions would 
be forced to duplicate die service provider’s own compliance system and that financial 
institutions will be incentivized to use only very large service providers, because they 
have the financial means to impose sophisticated compliance regimes and to 
indemnify the financial institution against any consequences of a compliance failure. 

The Bureau has responsibiUries to protect consumers and ensure well- 
functioning credit markets and must be careful to explore the effects of contemplated 
actions on consumers and the credit markets as it works to make informed, balanced 
decisions. The notice-and-comment rulemaking process is designed to help the agency 
do just that. 

4. “Best Practices” as Implied Regulation 

On Febmary 10, 2014, Director Cordray wrote to the Chief Executive Officers 
of a number of the largest credit card companies to “strongly urge” those companies 
to provide free credit scores to their customers on their monthly statements.^" 

The stated goal of this effort was to change consumer behavior. The problem, 
in the Bureau’s judgment, was that American consumers “fail to see the importance of 
their credit standing even if it has affected them in material ways, such as being 
rejected for a job or charged a higher price for a loan,” and that, even now, “fewer 
than one in five Americans checks his or her credit report in a given year through 
either free or paid channels.”^ Disapproving of this consumer behavior, the Bureau 
was interested in “getjting] more Americans to pay closer attention to their credit 
standing,” and it was up to the credit card companies to “help us achieve this goal.”^'’ 
To that end, Cordray wrote: 

I strongly encourage you to make the credit scores on wliich you rely 
available to your customers regularly and freely, along with educational 
content to help them make use of this information. We will consider this 
to be a “best practice” in die industry. Doing so through existing 
channels, such as including credit scores with other on-line account 
information and on monthly statements, is likely to yield positive returns 
that outweigh the limited effort involved. Customers who monitor and 


Anon)Tni 2 ed Letter to CEO of Credit Card Companies (Feb. tO, 2014), ayailabk at 
http://fiies.consumerflnance.gOv/f/201402_cfpbJetteis_credit-scores.pdf. 

23 W. 

2-'M. 
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manage their credit standing may be less likely to become delinquent or 

to default.’^ 

This de facto directive to credit companies raises a number of technical 
compliance questions for credit card companies, as well as a broader set of pohcy 
issues that caU into question the fairness of CFPB’s approach to shifting customer and 
industry behavior. Compliance questions include: 

• What score should the credit card company provide to die user? A FICO 
score from one of the three credit rating agencies, even if that score is not 
the one the company actually relies on to determine credit-worthiness? The 
score that the company actually uses to determine credit-worthiness, even if 
it is on a different scale from the FICO score, is proprietary, and is not 
readily understandable by consumers? 

• Should aU credit card companies provide the same scores to consumers? 

Do companies face a risk of allegations of collusive, anti-competitive 
behavior if they all decide to provide consumers with the same score? 

• Win a company that prorddes a consumer a FICO score that is not actually 
used to determine credit-worthiness, or a proprietary score that cannot be 
easily explained to consumers without revealing trade secrets, be exposed to 
a charge of “deception” under 12 U.S.C. § 5531 (a)? 

• What are the legal ramifications of the failure to adopt a “best practice” 
identified by the Bureau? Will failure to do so affect the supervisory 
process or color enforcement decisions? What are the reasons that the 
Bureau will accept for a business concluding that it is impractical, legally 
risky, or imprudent from a business perspective to adopt a “best practice”? 

More broadly, CFPB’s attempt to use the announcement of “best practices” to 
shift industry and even consumer behavior raises substantial legal and policy questions 
for the Bureau going forward. These questions include: 

• Which statutory provision authorizes the CFPB to try to alter consumer 
behavior by imposing de facto standards on industt)' through the 
announcement of a “best practice”? Is the establishment of a “best 
practice” the issuance of “guidance implementing Federal constimer 
financial law,” see, e.g., 12 U.S.C. § 5511(c) (5)? Or does the Bureau consider 


25 H. 
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efforts to shape consumer behavior to be an element of its “financial 
education programs,” see, e.g., 12 U.S.C. § 5511(c) (1)? 

• Does the issuance of ‘Taest practices” without any clear basis in binding 
legal requirements conflict with the Bureau’s stamtory purpose of 
implementing and enforcing Federal consximer financial laws “consistently,” 

12 U.S.C. §551 1(a)? 

• Does informally pushing all market participants to adopt identified “best 
practices” support or stifle competition in the marketplace, see generally 12 
U.S.C. §551 1(a)? 

• Does the de facto imposition of “best practices” conflict with the Bureau’s 
responsibility to avoid unnecessary regulatory burdens, see, e.g., 12 U.S.C. § 
5511(b) (3)?' 

• Assuming that adoption of identified “best practices” is in fact truly 
discretionary and not required by the laws that the Bureau has responsibility 
to implement, what expertise does the Bureau have regarding how 
companies should make discretionary decisions about how to run their 
businesses? 

• Assuming the issuance of “best practices” is legally proper, what regulatory 
process should be used to ensure that they are evidence-based and reflect a 
considered-judgment based on a full understanding of the costs and benefits 
to consumers and other stakeholders? Should any “best practice” be issued 
without an opportunity for consumers and industry stakeholders to provide 
comment and expertise? 

CFPB should consider these questions before it issues further “best practices” 
in an effort to shape consumer behavior and the financial services market more 
broadly. We particularly emphasize that the Bureau should not use the supervision 
process to subject company behavior to extralegal standards. The Chamber has been 
told this is becoming an increasingly common practice among Bureau examination 
teams, and is extremely concerned about the inevitably inconsistent application of 
federal law that this will cause. The Chamber strongly believes that it is the role of 
financial regulators to identify and enforce clear rules of the road, and then to leave 
the private market to compete within those rules. Informal “best practices” threaten 
this basic principle. 
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5. Short-Term Lending 

Despite CFPB’s reluctance to write rules in other areas, the Bureau made clear 
that it will begin a comprehensive rulemaking process to address short-term lending. 
As recently as March 25, Director Cordray explained that the Bureau is in the “late 
stages” of developing these rules. But even as CFPB gears up to engage in a public 
discussion about the costs and benefits of regulatory changes in these markets for 
businesses and consumers, the Department of Justice (DOJ) — apparently in 
coordination with the Office of the Comptroller of the Currency (OCC), the Federal 
Deposit Insurance Corporation (FDIC), and other agencies — ^has worked behind the 
scenes to cut off the short-term lending market from the banking and payment 
system., and the FDIC and OCC have separately used supervisory guidance to 
dissuade banks from offering their own, lawful short-tem lending products. 

The stated purpose of the enforcement effort is to combat consumer fraud, a 
goal shared by the Chamber and the members of the financial services industry, and 
the stated goal of the supervisory effort is to reduce risks to institutions. However, the 
apparent unspoken goal of the overaU effort, and certainly the practical effect, is to 
fundamentally reshape or eliminate the third-party payment processor and short-term 
lending markets. Here, once again, ambiguous legal standards are having the effect of 
lumping in legal products and services with fraudulent activity, dismpting the banking 
system, and threatening to reduce the avaUabiiity of consumer credit. 

These efforts raise important questions about the proper role of bank 
regulators in deciding whether entire product categories — ^in this case third-party 
payment processing and short-term lending products — are disfavored and thus 
subject to elimination through legal action or unsupported supervisory guidance. 
Although the Department of Justice acknowledges that such businesses are not “perse 
fraudulent,”^ their actions betray deep suspicion of entire business models. In fact, 
the Justice Department generally categorizes such businesses, even lawful, licensed, 
highly regulated, and m some cases direedy federally supervised, as “high-risk 
merchants,” and provides no clear vision of a role for them in the future of the 
financial services industry. 

But if the goal or anticipated effect is to eliminate risk by reshaping entire 
product categories — and the many legitimate businesses they contain — surely the 
proper approach should be a rulemaking based on clear jurisdiction, a full record, and 
deliberate consideration of the possible harms to consumers associated with the 
elimination of financial services on which they rely to make ends meet. Federal 


Id. H 29 & n.l. 
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regulators and enforcement agencies should articulate specific and clear standards for 
financial institutions. Regulators then should use their authorities to prevent conduct 
that violates such standards, not as a means to attack business practices that they 
odiervdse have chosen not to regulate or pursue through direct enforcement 

B. Impeding Capital Formation 

In drafting and implementing regulations, the various banking regulators have 
ignored processes mandated by law. This failure has led to adverse economic 
ramifications as witnessed by the impact of the Volcker Rule upon tmst preferred 
bonds and collateralized loan obligations. Regulators have also failed to abide by 
specific limitations imposed by Congress and when Regulators have been given 
latitude in action, they have not exercised discretion when a rational examination of 
events call for it to be used to prevent potential instability in the financial system. 
Listed below are some representative, though not exhaustive, examples of these 
concerns. 


1. Failure to FoUow Legally Required Economic Analysis in 
Rulemaking 

The banking regulators have not provided a cost benefit analysis when drafting 
or finaHzing regulations even though they are required to do so by law. This failure to 
conduct a cost benefit analysis when writing rules is inconsistent with the obligations 
of the Federal Reserve, FDIC, and OCC under the Riegle Community Development 
and Regulatory Improvement Act (“Riegle Act”, 12 U.S.C. §4802(a)). Tliis law applies 
to all “Federal banldng agencies” defined by cross-reference in Section 4801 of the 
Riegle Act (12 U.S.C. §181.3) to include the OCC, FDIC, and Federal Reserve. 

The Riegle Act mandates that “[i]n determining the effective date and 
administrative compliance requirements for new regulations that impose additional 
reporting, disclosure, or other requirements on insured depositor}' institutions, each 
Federal banldng agency shall consider, consistent with the principles of safety and 
soundness and the public interest (1) any administrative burdens that such regulations 
would place on depository institutions, including small depository institutions and 
customers of depository institutions; and (2) the benefits of such regulations.”"’ 

Such a Riegle Act analysis was not provided for the Volcker Rule or other 
regulations that have been completed. While OCC did conduct an economic analysis 
for the Volcker Rule, it was pubhshed in the Federal Register almost one month after 


12 U.S.C. §4802(a) (emphasis added). 
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the final rule had been published. This analysis was conducted under the Unfunded 
Mandates Reform Act (UMRA) and was not an exhaustive analysis as required under 
either UMRA or the Riegle Act. 

The Chamber has recently written to the banking regulators expressing 
concerns that proposed regulations such as risk retention, leverage coverage ratio rule 
and incentive compensation fail to contain Riegle Act analyses 

2. Failure to Abide by Statutory limits Passed by Congress 

Senators Pryor and Vitter successfully included a bipartisan amendment in the 
Dodd-Frank Wall Street Reform and Consumer Protection Act designed to 
specifically limit the number of non-bank companies that may be considered for 
potential systemic risk regulation. 

The Pryor- Vitter amendment, contained in section 102(b) of the Act, gave the 
Federal Reserve the authority to “establish by regulation, the requirements for 
determining if a company is predominandy engaged in financial activities, as defined in 
subsection (a) (6)” which refers to “activities that are financial in nature (as defined in 
section 4(k) of the Bank Holding Company Act of 1956).” The Dodd-Frank Act did 
not give the Federal Resei've the authority to establish criteria for determining if a 
company is predominandy engaged in financial activities of the same general type as 
those set forth in section 4(k). Nor did it authorize the Federal Reserve to establish 
by regulation the requirements for determining whether a company is predominandy 
engaged in financial activities as the Federal Resen'e may choose to define that term. 
It said “as defined in section 4(k)” widrout limitation, qualification, or any other 
reservation that permits the Federal Reserve to create a list of activities that are 
financial in nature for nonbanks that differs in any way from the activities banks are 
authorized to conduct consistent with section 4(k) and Regulation Y. 

Accordingly, by law, the Federal Reserve and Financial Stability Oversight 
Council (FSOC) can only consider specific banking activities by non-bank financial 
companies, which then in mrn must meet specific threshold criteria, in selecting non- 
bank financial companies for consideration as a potential systemicallyr important 
financial institution (SIFI). However, in its regulations implementing the 
predominandy engaged test, the Federal Reserve broadened the scope of activities 
that may be considered for non-bank companies. 

This contravenes the Congressional intent by increasing the number of 
businesses that may be considered for SIFI designation wltich the Pryor- Vitter 
amendment expressly sought to limit. This was best exemplified by the Office of 
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Financial Research’s (OFR) asset manager study that was openly acknowledged to be 
the first step in asset management. This interestirig to note since certain forms of asset 
management, such as the operation of mutual funds, do not fall within the prescribed 
definition of banking activities. Besides the technical issues this raises, it calls into 
questions the understanding of the regulators regarding the limits of their authority'. 

3. The Collins Amendment 

The CoUins Amendment (Section 171 of the Dodd-Frank Act) requires 
banking regulators to impose leverage and risk based capital standards for depository 
instimtions, bank holding companies, foreign bank organizations, thrifts and non- 
bank financial companies designated as SIITs. Even though the drafters of the 
Collins Amendment have stated that Section 171 gives banking regulators discretion 
in the development of capital standards, the banking regulators disagree and have 
imposed bank style capital upon non-bank financial companies. 

This is currendy being played out with insurance companies that have been 
designated as SIFIs. By not exercising discretion, banking regulators fail to take into 
account the different business models that exist within the non-bank world and the 
insurance industry specifically. This has the potential to cause regulatory mismatches 
that may conflict with insurance regulations that have been developed for well over 
150 years. Regulatory conflicts of this nature will increase risk within the industry 
rather than temper it. Even with two firms being so designated, the additional bank- 
centric type regulation will cause ripples throughout the industry that will have 
negative consequences for the industry’s business model. 

Banking capital rules do not fit with non-bank companies and will hamper the 
ability of those firms to meet the needs of their customers, as well as their ability, 
when it comes to the insurance industry, fidfill its traditional role as the largest long- 
term investor in the economy. This wiU have collateral negative impacts for the rest 
of the economy. 

4. Lack of Coordination 

The banking regulators have also failed to coordinate with their international 
counterparts to have consistent rules on capital standards. 

International uniform capital rules are only homogeneous if their interpretation, 
application and enforcement are the same across the board. As an example, 
differences among national regulators as to the quality of capital that must be held to 
satisfy Basel III requirements will in fact mean that there is no global uniform set of 
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capital rules. Mechanisms are needed so the interpretation and application of the 
Basel III rules are the same and followed across the board. Failure to do so will create 
regulatory capital arbitrage and gaps in the overall financial regulatory architecture. 

U.S. banking regulators have been drafting rules to implement Basel III capital 
standards at the same time international regulators raised concerns that the Basel III 
capital framework is too complex. Part of the concern is that complexity may cause 
opaqueness, frustrating the goal of safety and soundness by hampering the ability of 
regulators and investors to understand the health of individual banks or to compare 
the soundness of different banks. Rather than provide a clear window into the well- 
being of financial institutions, Basel III in its current form is creating a kaleidoscope 
of images. As a result, the Basel Committee on Banking Supervision released for 
public comment and is contemplating the Basel III capital simplification study to 
achieve a better understanding of the complexity of capital requirements and how to 
simplify them to better achieve stability in financial institutions. 

This is but one example of regulators, domestic and international, going in 
opposite directions. Such divergence is not conducive for efficient capital markets in a 
global economy. 


The Chamber appreciates the Committee’s continued attention to the 
importance of clear, well-reasoned, economically sound, weU-coordinated standards 
for the banking and financial services industry. We look forward to working with the 
Committee as it continues to support capital and consumer credit markets that are fair 
and competitive, and that benefit aU Americans. 
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10 ^^ Center for Capital Mabkets 
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Tom Quaadman >«' 5 1 i Sttoct, nw 

Vkt. Phfsioent Washington, DC 20062-2000 

(202)463-5540 

tquaadnian;#uschatnber.com 


Februaty 25, 2014 


Mr. Robert deV. Frierson 
Secretary 

Board of Governors of the Federal 
Reser\'e System 

20* Street and Constitution Avenue, NW 
Washington, DC 20551 

Mr. Robert E. Feldman 
Executive Secretary 

Federal Deposit Insurance Corporation 
550 17* Street, NW 
Washington, DC 20429 

Legislative & Regulatory Activities 
Division 

Office of the Comptroller of the Currency 
400 7* Street, SW 
Washington, DC 20219 


Mr. Mfred M. PoDard 
General Counsel 
Federal Housing Finance Agenq' 
400 7* Street, SW 
Washington, DC 20024 


Ms. Elizabeth M. Morphy 
Secretary 

Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549 

Regulations Division 

Office of the General Counsel 

Department of Housing and Urban 

Development 

451 7* Street, SW 

Washington, DC 20410 


Re: Joint Proposed Rule on Credit Risk Retention OCC RIN 1S57-AD40; FRB 
RIN 7100-AD70; FDIC RIN 3064-AD74; SEC RIN 3235-AK96; FHFA RIN 2590- 
AA431 HUD RIN 2501-AD53 


Dear Mr. deV, Frierson, Mr. Pollard, Mr. Feldman, Ms. Murphy, and To Whom It May 
Concern: 


The U.S. Chamber of Commerce (“Chamber”) is the world’s largest business 
federation, representing over three million companies of every size, sector, and region. 
The Chamber created the Center for Capital Markets Competitiveness (“CCMC”) to 
promote a modern and efficient regulatory structure for capital markets to folly fonction 
in the 21st Century economy. 
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The CCMC previously submitted comments on Joint Proposed Pule on Credit Pdsk 
Attention (“proposed risk retention rules”) as proposed by the Board of Governors of the 
Federal Reserve (“Federal Reserve”), Federal Deposit Insurance Corporation (“FDIC”), 
Securities and Exchange Commission (“SEC”), the Office of the Comptroller of the 
Currency (“OCC”), the Department of Housing and Urban Development (“HUD”) and 
the Federal Housmg Finance Agency (“FHFA”) (also collectively “the regulators”).’ 

Along with out many substantive concerns, the CCMC comments on the 
proposed risk retention rules expressed concern about the process associated with these 
proposals. Specifically, we noted that the proposed risk retention rules could have wide 
ranging economic impacts and that the proposals failed to provide a cost-benefit analysis. 
Without a cost-benefit analysis, the proposed risk retention rules do not allow 
commenters to understand the economic impacts of the rules and standards under 
consideration. These procedural irregularities impaired the ability of commenters to 
provide the regulators with informed comments on the proposed risk retention rules. 

We write today to further explain these procedural concerns associated with the absence 
of a cost-benefit analysis in these proposed rules. 

The absence of cost-benefit analysis for the proposed risk retention mles is 
inconsistent with the obligations of the Federal Reserve, FDIC, and OCC under the 
Riegle Community Development and Regulatory Improvement Act (Riegle Act, 12 
U.S.C. §4802(a)). This law applies to all “Federal banldng agencies” defined by cross- 
reference in Section 4801 of the Riegle Act (12 U.S.C. §1813) to include the OCC, FDIC, 
and Federal Reserve. The Riegle Act mandates that “[i]n determining the effective date 
and administrative compEance requirements for new regulations that impose additional 
reporting, disclosure, or other requirements on insured depository institutions, each 
Federal banking agency shall consider, consistent with the principles of safety and 
soundness and the public interest (1) any administrative burdens that such regulations 
would place on depository institutions, including small depository^ institutions and 
customers of depository institutions; and (2) the benefits of such regulations.” - 


^ See CCMC and coalition comment letters of August 2, ^11, September 26, 2013 and October 28, 2013. 
2 12 U.S.C. §4802(a) (emphasis added). 
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The Federal banking agencies covered by the Riegle Act must meet these 
commitments whether or not they are raised by commenters in the course of a 
rulemaking because they are statutory requirements for their exercise of rulemaking 
authority by the relevant agencies that impose “additional reporting, disclosure, or other 
requirements on insured depository institutions.” There can be no question that the 
proposed risk retention rules impose such additional obligations on insured depository 
institutions for purposes of the Riegle Act. As an organization representing both 
depository institutions and their customers, the CCMC has an interest in ensuring that 
regulators honor their obligations under the Riegle Act We note that these requirements 
also apply to many of other regulations associated with implementation of the Dodd- 
Frank Act by the Federal Reserve and other Federal banking agencies, and not just the 
proposed rule cited in this letter. To date, however, we have not seen the required cost- 
benefit analysis for the proposed risk retention rules. 

We welcome the opportunity to discuss the cost-benefit analysis obligations of the 
Federal Reserve and other Federal banking agencies under the Riegle Act in relation to 
the proposed risk retention rules and other pending and recently completed rulemakings 
by Federal banking agencies. 


Sincerely, 

4 ^ 

Tom Quaadman 
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10 ^,', Centier for Capital Makkets 

COMPETITIV E N E S S 

Tom Qwaadman 

Vice Prbsiden'T 

September 23, 2013 


Mr. Robert de V. Frierson 
Secretary 

Board of Governors of the Federal Reserve 
20* Street and Constitution Avenue 
Washington, DC 20551 

Mr. Robert E. Feldman 
Execum^e Secretary 

Federal Deposit Insurance Corporation 
550 17th Street, NW 
Washington, DC 20429 

Legislative and Regulatory Affairs Division 
Office of the Comptroller of the Currency 
250 E Street, SW 
Washington, DC 20219 

Re: Regulatory Capital Rules: Regulatory Capital, Enhanced Supplementary 
Leverage Ratio Standards for Certain Bank Holding Companies and 
their Subsidiary Insured Depository Institurions; 12 CFR Part 6, Docket 
ID OCC-2013-0008; RIN 1557-AD69; 12 CFR Parts 208 and 217, 
Regulation H and Q, Docket No. R-1460, RIN 7100-AD; 12 CFR Part 
324, RIN 3064-AE01 

Dear Messrs. Frierson, Feldman, and To Whom It May Concern: 

The U.S. Chamber of Commerce (“the Chamber”), die world’s largest business 
federation represents the interest of more than three million businesses and 
organizations of every size, sector, and region. The Chamber created the Center for 
Capital Markets Competitiveness (“CCMC”) to promote a modem and effective 
regulatory structure for the capital markets to fully function in a 21 cenmry economy. 
The Chamber appreciates the opportunity to comment on 'Kegulatory Capital Rules: 


IfU.'j H Street. NW 
Washingidn, DC 20062-2000 
(202) 463-554Q 
tquaatiman@iwchai'nl')er.com 
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Rigulato^ Capital, Enhanced Supplementary Leverage Ratio Standards for Certain Rank Holding 
Companies and their Suhsidiaiy Insured Depository Institutions (“proposed leverage ratio 
rules”) as proposed by the Board of Governors of the Federal Reserve System 
(“Federal Reserve”), the Office of the Comptroller of Currency (“OCC”), and the 
Federal Deposit Insurance Corporation (“FDIC”) (also collectively known as the 
“regulators”). ' 

The CCMC is concerned that the proposed leverage ratio mles are premature. 
The Bank for International Settlements (“BIS”) has issued for comment a discussion 
paper on The Regulatory Eramemrk: Balancing Risk Sensitivity, Simplicity and Comparabiliy 
(“Basel III capital simplification paper”) in an effort to reduce the complexity and 
opaqueness of the Basel III capital agreements (Basel III”). Furthermore, the Federal 
Resettle has not yet completed the final promulgation of the rules implementing 
section 165 of the Dodd Frank Wall Street Reform and Consumer Protection Act 
(“Dodd-Frank Act”). The proposed leverage ratios are also creating a divergence 
from international standards. The Chamber also wishes to express concerns that the 
proposed leverage ratio mles may adversely impact the ability of businesses to attract 
capital harming their ability to grow and create jobs.^ 

Accordingly, die CCMC recommends that consideration of the proposed 
leverage ratio rules be suspended pending the review and finalization of regulatory 
initiatives based on the Basel III capital simplification paper and the final 
promulgation of the rules implementing section 165 prudential standards. 

Discussion 

The CCMC believes that capital, liquidity and leverage requirements ate 
important tools to achieve and maintain stability within financial institutions. 
However, capital standards and leverage ratios that are too arduous can have serious, 


* Jffalso lefter of September 19, 2013 from the Chamber to the Basel Committee on Banking Supervision commenting 
on V^vtsed Basel III leverage ratio framemrk and dischsttre requirements fTroposed Leverage Ratio Framework”). 

~ also letter of June 14, 2011 from the Chamber to Federal Reserve Chairman Ben Bernanke on GSIFI surcharges 
and the letter of October 22, 2012 from the Chamber to the regulators commenting on the proposed Basel III 
implementing regulations. 
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unintended negative consequences. AUowing suitable levels of risk-taking and 
providing access to liquid capital markets are necessary elements needed to fuel 
business growth, job creation, and innovation throughout the domestic and global 
economy. Providing access to liquid capital markets must be balanced with the need 
to establish appropriate safeguards to maintain the overall safety and soundness of the 
financial system. An integrated regulatory framework, implemented consistently 
across jurisdictions, is necessary to provide uniform incentives and disincentives to 
mitigate potential systemic risks to safety and soundness. 

The proposed Leverage Ratio Rules are buttressed upon the triple pillars of the 
International Lending Supervision Act (“ILSA”), section 165 of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act (“Dodd-Frank Act”) and Basel III. The 
ILSA encourages regulators to work with their international counterparts to establish 
consistent supervisory policies and practices including the establishment of minimum 
capital requirements. Section 165 of the Dodd-Frank Act requires the Federal 
Reserve to impose prudential standards on large bank holding companies and non- 
bank financial companies that have been designated as being systemicaHy important. 
Basel III seeks to impose minimum capital requirements, leverage ratios, and liquidity 
requirements for banks that operate internationally. 

a. Basel III Complexity and Simplification 

Recendy, regulators have joined investors and other commentators in raising 
concerns that the Basel III capital framework is too complex. Part of the concern is 
that complexity may cause opaqueness, fmstrating the goal of safety and soundness by 
hampering the ability of regulators and investors to understand the health of 
individual banks or to compare die soundness of different banks. As a result, the 
Basel Committee on Banking Supervision released the Basel III capital simplification 
paper to achieve a better understanding of the complexity of capital requirements and 
how to simplify them to better achieve stability in financial instimtions. The 
comment period for the Basel III capital simplification paper ends on October 11, 
2013. 
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Basel III is the foundation for the system of capital requirements, leverage 
ratios and liquidity requirements that global regulators have been building upon since 
the 2008 financial crisis. The regulators have moved forward in building such a 
system here in the United States, and in fact, have moved in an aggressive manner to 
put in place tougher requirements than the majority of other nations. While tough 
capital rules may be called for, though balanced with other considerations raised later 
in this letter, we must question further movement along these lines as the foundation 
for this system has been called into question. 

Furthermore, the ILSA seeks to create consistent international standards. The 
G-20 has clearly made consistent capital requirements a priority to be addressed in the 
wake of the financial crisis. While we understand that the depth and structure of 
markets may require different level of responses, we are concerned that the proposed 
leverage ratio rules are creating a wide divergence from a consistent international 
framework that frustrates the intent of the ILSA.^ 

b. Section 165 Prudential Standards 

Section 165 of the Dodd-Frank Act authorizes the development and use of 
prudential standards to regulate the potential systemic risk of banks and non-bank 
financial companies that have been designated as being systemically important. 
Enhanced capital standards, leverage ratios and liquidity requirements are among the 
tools that the Federal Reserve may use to carry out section 165. 

The Comment period for the Section 165 prudential standards closed on April 
30, 2012, and to date the final rules have not been finalized and promulgated.'' The 
section 165 rules will be the central means of regulating systemic risk for systemically 
important firms. It would be prudent for these enhanced tools to be fully fashioned 
before developing higher leverage ratios that go beyond the minimums as set by 
international agreement. 


^ See October 22’ 2012 letter from Chamber commenting on reflations implementing Basel III capita! standards and 
need for international consistency. 

^ See letters of Januarj’ 30, 2012 and April 30, 2012 from the Chamber to the Federal Reserve commenting on the 
proposed Section 165 prudential standards rules. 
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c. Inconsistent Regulation Across Jurisdictions 

While Basel III attempts to create a uniform international system of capital 
requirements, we note with significant concern the increasing number of differences 
arising in regulatory reforms across major jurisdictions. For example, the proposed 
leverage ratio rules, issued by the regulators to increase the existing minimum leverage 
ratio requirement for certain large U.S. bank holding companies and their insured 
depository' institutions, as compared to the BCBS’ proposed leverage ratio framework, 
results in significant differences in the minimum capital requirements across product 
types. Such inconsistencies may introduce competitive disparities, operational and 
enforcement uncertainties and systemic inefficiencies, all of which could lead to 
greater systemic risks, adversely impact economic growth and impede cross-border 
capital flows needed for businesses to operate on a global basis. 

Basel III can only be a homogenous standard if its interpretation, application 
and enforcement are the same across the board. Greater effort is required to 
minimize the further fragmentation and inconsistencies arising across jurisdictions in 
capital, liquidity and leverage frameworks, as well as other regulatory reform initiatives 
such as resolution authority' and derivative regulations. We encourage the regulators 
to pursue coordination efforts with the BCBS and other appropriate parties to achieve 
consistent implementation of a uniform regulatory framework. The CCMC also 
believes the regulatory reforms related to capital, liquidity and leverage require further 
evaluation for internal consistency. 

Furthermore, the ILSA encourages regulators to work with their international 
counterparts to establish consistent supervisory policies and practices including the 
estabEshment of minimum capital requirements. The G-20 has clearly made 
consistent capital requirements a priority to be addressed in the wake of the financial 
crisis. While we understand that the depth and structure of markets may require 
different levels of response, we are concerned that the Proposed Leverage Ratio 
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Framework creates greater inconsistencies within the international framework that 
frustrates the intent of the ILSA.^ 

An integrated regulatory framework, implemented consistendy across 
jurisdictions, is necessary to provide uniform incentives and disincentives to mitigate 
potential systemic risks to the safety and soundness of the financial system. 

d. Capital Formation Concerns and Potential Economic Impacts 

The proposed leverage ratio rules are the latest in a series of initiatives that may 
hamper the ability of businesses to access the capital and liquidity needed to grow and 
operate. 

A comprehensive review of these initiatives would illustrate: 

• 'ITie proposed leverage ratio rules, as applied to major U.S. insured 
depository institutions, are twice the requirement in Basel III; 

• Capital surcharges upon Global Systemically Important Financial 
Institutions (“GSITs”)will force large internationally active banks to 
withdraw additional capital from productive capital formation streams; 

• The Volcker Rule will impact the ability of non-financial businesses to 
enter the debt and equity markets by raising costs and creating barriers 
to entry ; 

• Proposed Money Market Fund reform may harm the ability of non- 
financial businesses to access the short-term commercial paper markets 
and manage cash; 


^ See October 22, 2012 letter from Chamber commenting on regulations implementing Basel III capital standards and 
need for international consistency. 
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• If the Volcker Rule and Money Market reform hamper capital 
formation, the next alternatives are commercial lines of credit; however, 
Basel 111 creates disincentives for banks to provide businesses with 
commercial lines of credit; and 

• Other Dodd-Frank Act provisions including derivatives regulation will 
impact the ability of non-financial companies to mitigate risk. 

The combination of all of these initiatives could lead to an underperforming 
financial sector, create barriers to capital formation and have unintended ramifications 
throughout the rest of the economy. The inabilitj' of businesses to be able to engage 
in normal capital formation activities, efficient cash management and effective risk 
management will raise costs and create inefficiencies adversely impacting economic 
growth. 


Conclusion 

The Chamber believes that a balanced approach to capital requirements and 
leverage ratios are a pro-growth means of addressing over-leveraging and providing 
stability in a risk-based free enterprise system. However, the Chamber is very 
concerned that the foundation upon which the proposed leverage ratio rules has been 
built is being questioned by the BIS as too complex and in need of simplification. 
Accordingly, the Chamber believes that die regulators should suspend consideration 
of the proposed leverage ratio rules pending the review and completion of regulatory 
initiatives based on the Basel III simplification paper. Similarly, we believe that the 
use of leverage ratios as a tool to be used in systemic risk regulation calls for a similar 
suspension of consideration of the proposed leverage ratio rules pending the 
completion of the Section 165 rulemaking. 

Furthermore, a carefully calibrated system balanced between stability and 
appropriate risk taking is necessary for the stability of financial instimtions and the 
ability of businesses to access capital in order to grow and create jobs. A doubling of 
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the leverage ratios, as compared to the Basel III requirements may, in our view, be 
disruptive to that balance harming economic growth and job creation. 

Thank you again for the opportunity to comment upon the proposed leverage 
ratio rules, and we are happy to discuss these issues and concerns in greater detail at 
your convenience. 


Sincerely, 

Tom Quaadman 
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Wmsi Senate 

WASHINGTON, DC 20510 

May 16, 2012 


The Honorable Ben Bernanke 
Chairman 

Board of Governors of the Federal Reserve System 
20tli Street and Constitution Avenue, NW 
Washington, D.C. 2055 1 

Dear Mr. Chairman: 

On April 2"‘* the Board of Governors requested comment on a proposed amendment to 
the Board's Notice of Proposed Rulemaking (NPR) issued February 1 1, 2011, to establish 
requirements for determining whether a company is "predominantly engaged in financial 
activities." We believe that your proposed rule attempts to circumvent our amendment and we 
urge you and the Board to reconsider the rule. 

As you are aware under Title I of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act, a company can be designated for Board supervision by the Financial Stability 
Oversight Council if 85 percent or more of the company’s revenues or assets are related to 
activities that are financial in nature under the Bank Holding Company Act. The requirement that 
a company be “predominantly engaged in financial activities” before it may be subject to bank- 
like regulation was the result of an amendment we offered during Senate consideration of 
legislation which ultimately became Dodd-Frank. You will recall that prior to this amendment 
the legislation gave financial regulators authority to regulate nonbank financial companies based 
on less precise criteria, such as whether the company is “in whole or in part, directly or 
indirectly, engaged in financial activities,” (House version) or “substantially engaged in financial 
activities,” (the Senate version), in the latter case as defined by the Federal Reserve, 

Because of our shared concern that the original House or Senate language was too vague, 
and could potentially open many commercial enterprises to inappropriate bank-style regulation, 
the amendment we offered tied die definition back to the familiar standard of “predominantly 
engaged” as defined in section 4(k) of the Bank Holding Company Act. It was our belief that this 
definition of “financial activity” was well defined and properly circumspect, and that combined 
with the 85 percent predominance test would ensure that manufacturers, retailers and natural 
resources businesses would be able to operate free of the fear that they would be ensnared in 
regulations designed to address a financial crisis which they did not create, and indeed, of which 
they were in many cases the victim. 

Unfortunately, despite the clarity provided in the overwhelming adoption by the Senate 
of our amendment, and the conference committee’s defense of the amendment despite attempts 
to alter the amendment or remove it completely, the Board’s latest proposed rulemaking once 
again potentially extends financial regulations to businesses that were clearly intended by 
Congress to be excluded by the law. Specifically the proposed rule would include as financial 
activity “Engaging as principal in. ..forward contracts, options,... and similar contracts, whether 
traded on exchanges or not, based on any rate, price, financial asset... nonfinancial asset, or 
group of assets.” 
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In the text accompanying the release tiie Board notes that this broad expansion is beyond 
what is strictly provided under either section 4(k) or existing Regulation Y. Unfortunately the 
Board’s proposed expansion is precisely the type of overreach that our amendment was intended 
to address. Under the proposed rule the Board has significantly deviated from the plain language 
of Dodd Frank, which provides in section 102(b) that “the Board of Governors sh^l establish, by 
regulation, the requirements for determining if a company is predominantly engaged in financial 
activities, as defined in subsection (a)(6).” As the Board is aware, {a)(6) of Section 101 of Dodd 
Frank clearly states that the predominance test applies with respect to assets and revenues 
derived “from activities that are financial in nature (as defined in section 4(k) of the Bank 
Holding Act of 1956)...” Section 102(b) does not state that the Federal Reserve is to define 
“financial activities” for puiposes of Dodd Frank. Instead it directs the Board to establish the 
requirements “for determining if a company is engaged in financial activities” as defined in the 
Bank Holding Company Act. 

Tlie inclusion of forwards and options in determining whether a company is 
“predominantly engaged in financial activities” is contrary to both the spirit and plain language 
of Dodd Frank. In order to ensure that commercial enterprises are not dragged into inappropriate 
financial regulatory schemes, and to provide certainty to businesses that seek to expand and 
create Jobs, we request that you amend the proposed rule by deleting the reference to forwards 
and options, or, at a minimum, clarifying that forwards and options which are intended to be 
physically settled are not included in the list of financial transactions included in paragraph 
13(ii)(B) and (C) of the Appendix to Subpart N. Additionally we request that the Board clarify 
that under no circumstances should the transactions described in paragraph 13(ii) be considered 
“financial” with respect to a commercial manufacturer, producer, shipper, energy or commodity 
firm, or similar nontlnanciai enterprise when they are incidental or ancillary to a party’s 
activities as such. 

Thank you and please do not hesitate to contact us with any questions. 



Sincerely, 




David Vitter 
United States Senator 


Mark Pryor 
United States Senator 



381 


* 100 Ifears Standing Up for American Enterprise 

^sja-ao''*' 

Statement 
of the 
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ON: “Implementing Title I of the Dodd-Frank Act: The New Regime for 
Regulating Systemically Important Nonbank Financial 
Institutions” 

TO: The Subcommittee on Financial Institutions and Consumer Credit 
DATE: May 16, 2012 


The Chamber’s missimi is to advance human progress through an economic, 
poJItical and social system based on individual freedom, 
incentive, iniliaiive. opportunity and responsibility. 
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The U.S. Chamber of Commerce is the world’s largest business federation, 
representing the interests of more than 3 million businesses of all sizes, sectors, and 
regions, as well as state and local chambers and industry associations. 

More than 96 percent of the Chamber's members are small businesses with 
100 or fewer employees, 70 percent of which have 10 or fewer employees. Yet, 
virtually all of the nation's largest companies are also active members. We are 
particularly cognizant of the problems of smaller businesses, as well as issues facing 
the business community at large. 

Besides representing a cross-section of the American business community in 
terms of number of employees, the Chamber represents a wide management spectrum 
by type of business and location. Each major classification of American business — 
manufacturing, ret ailin g, services, constmction, wholesaling, and finance — is 
represented. Also, the Chamber has substantial membership in all 50 states. 

The Chamber's international reach is substantial as well. It believes that global 
interdependence provides an opportunity, not a threat. In addition to the 
U.S. Chamber of Commerce's 115 American Chambers of Commerce abroad, an 
increasing number of members are engaged in the export and import of both goods 
and services and have ongoing investment activities. The Chamber favors 
strengthened international competitiveness and opposes artificial U.S. and foreign 
barriers to international business. 

Positions on national issues are developed by a cross-section of Chamber 
members serving on committees, subcommittees, and task forces. More than 1,000 
business people participate in this process. 


2 
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Chairman Capito, Ranking Member Maloney and members of the Financial 
Institutions and Consumer Credit Subcommittee, my name is Tom Quaadman. I am 
vice president for the Center for Capital Markets Competitiveness at the U.S. 

Chamber of Commerce. I appreciate the opportunity to testify before the 
Subcommittee today on behalf of the businesses that the Chamber represents. 

To compete, grow, and create jobs, America’s businesses need efficient capital 
markets. Efficient capital markets allow businesses to have the access to the resources 
needed to operate on a daily basis and strategically plan for long-term success. 
Effective regulators who understand these markets create a regulatory regime that 
promotes balance and allows good actors to play on an even playing field while 
identifying and acting against bad actors through vigorous oversight and enforcement 

Monitoring and regulating systemic risk, whereby the collapse of a firm could 
imperil the entire domestic and/or global financial system, is an important part of a 
regulatory stmeture needed for America’s businesses to compete in a 21*' century 
economy. While systemic risk is a very broad subject, I will confine my remarks to 
the issues related to the subject of today’s hearing — ^identifying and regulating 
nonbank companies that are engaged in financial activities to such a degree and on 
such a scale that they pose a systemic risk to U.S. and global financial markets.. 

1. Overview 

In 2007, the Chamber created the Center for Capital Markets Competitiveness. 
The Center was established to advocate for financial regulatory reforms needed to 
ensure that American businesses had access to efficient flows of capital necessary to 
compete in a 2T‘ century global economy. 

It became apparent during the 2007-2008 financial crisis that the Federal 
Government did not have the regulatory apparatus necessary to identify, assess and, 
when appropriate, manage systemic risk. In November, 2008, the Chamber called for 
the establishment of a systemic risk regulator as part of a larger financial regulatory 
reform effort. Congress included systemic risk regulation in Title I and II of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”). 
While the Chamber opposed the final passage of the Dodd-Frank Act, the Chamber 
supported legislative efforts to properly address systemic risk. In particular we 
supported the efforts that resulted in the Pryor-Vitter amendment which creates the 
“predominantly engaged in financial activities” test for nonbank companies. We 
continue to believe that this amendment provided needed claritjr to the process of 
identifying nonbank financial institutions that may be subject to designation for 
additional regulatory scrutiny as systemically important institutions. 


3 



384 


In looking at means of managing systemic risk. Congress recognized that with 
respect to nonbank companies, it was crucial to provide a clear delineation between 
nonbank financial institutions, and those companies whose financial activities are 
incidental to a primary commercial focus. 

We believe that Congress did a good job in striking that balance. However, we 
are very concerned that the implementation of Tide I of the Dodd-Frank Act by 
regulators is being done in a manner that is tnanifesdy contrary to the clear and 
unambiguous language Congress used to strike this important balance. 

Congress clearly recognized that care must be exercised in distinguishing 
nonbank companies that may be systemicaUy important from nonbank companies 
whose financial activities are ancillary to other commercial actirdties and have not 
posed such a threat Thus, Congress established a two-part test for determining if 
nonbank companies should be considered to be financial companies, and potentially 
designated as systemicaUy important This process can be thought of as two inverted 
funnels sitting on top of each other. 

Under Tide I of the Dodd-Frank Act nonbank companies first have to pass 
through a narrow stem of exacting criteria established by the Pryor-Vitter amendment 
to determine if a company is a financial company — that is, a company that is 
predominandy engaged in financial activities. A company is considered to be 
predominandy engaged if 85% of its consolidated revenues or assets are derived from 
financial activities as defined in section 4k of the Bank Holding Company Act. 

Section 4k defines specific activities, that when conducted subject to specific 
conditions, are considered “financial in nature” such that a regulated bank may engage 
in them. 

Those companies that meet this high threshold for being U.S. or foreign 
“nonbank financial companies” then pass through to the “second funnel.” In part 
two, or the wide part of the second funnel. Financial Stability Oversight Council 
(“FSOC”) determines if a U.S. or Foreign nonbank financial company should be 
designated as a systemicaUy important financial institution (“SIFI”) by using a broad 
set of criteria including leverage and off balance sheet exposures. Going through the 
narrow stem of the second funnel, once a company is des^nated, it is subject to 
enhanced prudential regulation and oversight by the Board of Governors of the 
Federal Reserve (“the Board”), though the SIFTs prudential regulator is given the lead 
role in shaping regulations to meet the unique needs of the company. 


4 



385 


We believe that Congress struck the right equilibrium with this system. It 
ensures that only nonbank companies engaging on a considerable scale in financial 
activities permissible for a regulated bank to undertake are even candidates to be 
assessed for designation by the FSOC. Once this initial sifting has been completed. 
Congress further required that banks and nonbank financial companies labeled as 
SIFIs by the FSOC should be treated differently from one and other. This is why the 
Dodd-Frank Act acknowledges the need for nonbank SIFIs to have enhanced 
regulations that meet the parameters of their business model and are different from 
the enhanced regulations mandated for systemically important banks. 

In short. Congress determined that the power to designate and regulate 
nonbank SIFIs should be used only sparingly and, if used, it must result in regulations 
that take into account the unique circumstances of each company and the markets in 
which it competes. This sy'stem allows for the assessment and regulation of threats to 
the system, without causing undue stress or harm to the economy. 

Unfortunately, the Board and FSOC are disregarding the carefully balanced 
structure Congress passed into law. In doing so regulators are creating exactly the 
uncertainty and potential for regulatory overreach that prompted the Pryor- Vitter 
Amendment If they are allowed to obtain by regulatory fiat a scope of power and 
discretion Congress denied them, regulators may create economic imbalances harming 
businesses and consequently economic growth and job creation. 

Instead of the narrow “stem” of the first inverted funnel that limits inclusion to 
those nonbank businesses that meet the exacting “predominandy engaged” standard, 
the regulators are broadening the criteria to create a high-capacity pipeline. This flies 
in the face of both the intent and specific language of the Pryor- Vitter amendment 
This may ensnare companies into the systemic risk web who should not be there. By 
broadening the range of activities counted towards whether nonbanks are threatened 
with being placed in the pot of entities that may be considered for nonbank SIFI 
designation by the FSOC, regulators are overreaching into commercial activities that 
had nothing to do with the recent financial crisis. In doing so, they do not lessen 
systemic risk. They simply compel responses that have adverse consequences 
throughout the economy. 

The fear and uncertainty that this regulatory overreach imposes is further 
enhanced by the fact that, as wiQ be discussed further, the Federd Reserve has not 
given prudential regulators the lead role in shaping specific regulations for specific 
nonbank businesses that are ultimately designated. Instead, the Board appears to be 
creating a one-size-fits-all, bank-centric approach that will not work well with 
nonbanks, spanning diverse industries unrelated to banking. 
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2. Nature of Risk and Adverse Consequences of Circumventing the 
“Predominantly Engaged” Standard 

Risk, like energy, can neither be created nor destroyed, but only transferred. So 
when discussing systemic risk we cannot be tricked into thinking that risk disappears. 
It simply moves elsewhere. Our system relies on the presence of actors who tdew the 
potential rewards of accepting this risk as sufficient to prompt them to do so. If they 
should come to view the costs and risks as outweighing any potential reward, the flow 
of capital will come to a standstill. 

To truly minimize the probability of future financial crises, we must understand 
how this risk moves and where it will show up next Risk is managed most efficiently 
when it is transparent and properly understood, and the market responds with robust, 
efficient and liquid hedging solutions. 

By creating a balanced system of clear criteria for nonbank financial companies 
to be subjected to systemic risk regulation. Congress went down the path of 
transparency to provide understandable guideposts. For instance, a corporate 
treasurer whose company imports a raw material from overseas, must manage 
currency risk, commodity price risk, interest rate risk, and operational shipping risks. 
By defining activities that are “financial in nature” to be different than the activities 
banks may undertake pursuant to section 4(k), regulators defy the clear and 
unambiguous command of Congress. If the above described activities were to be 
considered in the scope of actirnties that are financial in nature under a predominantly 
engaged test broadened by regulators, companies may conclude that some risk 
management techniques and heretofore efficient transactions will no longer be 
available, or, if they are available, they will no longer be cost effective. They will 
decide to “go naked” and retain more risk internally, ultimately shifting risk back to 
shareholders. The upshot of this is that they will hold even more precautionary cash 
on their balance sheets as a buffer. This will take money out of the real economy, stall 
economic growth, stunt the creation of new jobs, and destroy existing jobs. 

3. Process Concerns 


a. Lack of Transparency 

We fully understand and agree that FSOC discussions regarding SIFI designations, the 
affairs of a designated company, and, if need be deliberations regarding the use of 
Title II Orderly Liquidation Authority should be kept k camera. The very nature of 
those discussions could have damaging impacts upon the markets, the company and 
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its investors. However, when the FSOC is acting in its quasi-legislative capacity to 
establish the framework for its designation work, its actions should be subject to the 
same procedural safeguards that typically attach to such rulemaking efforts. This 
ensures that regulatory deliberations are happening with the same level of 
transparency and care as the deliberation of prudential regulators. 

By not following basic procedural standards and safeguards generally applicable 
to federal regulators, the FSOC has created needless uncertainty and concern as to the 
logic and motivations behind the regulations it promulgates. It reduces the ability of 
the regulated community to understand and comply with FSOC’s rules. Although the 
FSOC has provided an opportunity to comment, in many instances there is no 
evidence that the comments are considered and, if so, to what extent. There is often 
no reasoned explanation in final rules responding to the comments of the regulated 
community. This discourages stakeholders from providing the FSOC with informed 
commentary that may improve a proposed regulation. It also decreases the regulated 
community’s acuity as to what relators may decree next, which increases uncertainty 
in the business communit)'. 

The Chamber believes that Congress needs to ensure that when the FSOC 
issues regulations bearing on a matter as important as the security of the financial 
markets of America and the world, it abides by the same legal and procedural 
requirements that other administrative agencies must when promtdgating rules on 
much less significant matters. 

b. Lack of Cost Benefit Analysis 

Additionally, in the rulemaking process, FSOC did not provide a cost-benefit 
analysis to allow stakeholders to determine the potential impacts of proposed 
regulations. In finalizing the mles on designating companies, the FSOC went so far as 
to state that the designation of systemically important companies was not 
economically significant as the Office of Management and Budget did not deem this 
rule a significant regulatory action. This is logically inconsistent reasoning that either 
implies that systemic risk regulation is meaningless or unnecessary, or that the 
statement is factually incorrect in stating that the regulations will not have a cost to 
companies and the economy. 

The Chamber believes that the FSOC should have to provide an economic 
analysis in promulgating a rule. The FSOC should also conduct an economic analysis 
during Phase 3 of the SIFI designation process to ensure that designation is the most 
appropriate path for a company rather than enhanced regulation by its prudential 
relator. Furthermore, the Chamber believes that Congress should study the 
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possibility of streamlining the FSOC rulemaking along the lines of Executive Order 
13563 which places upon agencies the requirement, when promulgating rules to: 

1) Propose or adopt a regulation only upon a reasoned determination that its 
benefits justify its costs (recognizing that some benefits and costs are 
difficult to justify); 

2) Tailor its regulations to impose the least burden on society, consistent with 
obtaining regulatory objectives, taking into account, among other things, 
and to the extent practicable, the costs of cumulative regulations; 

3) Select, in choosing among alternative regulatory approaches, those 
approaches that maximize net benefits (including potential economic, 
environmental, public health and safety and other advantages; distributive 
impacts; and equity); 

4) To the extent feasible, specify performance objectives, rather than 
specifying the behavior or manner of compliance that regulated entities 
must adopt; and 

5) Identify and assess available alternatives to direct regulation, including 
providing economic incentives to encourage the desired behavior, such as 
user fees or marketable permits, or providing information upon which 
choices can be made to the public.' 

Additionally, Executive Order 13563 states that “[i]n applying these principles, 
each agency is directed to use the best available techniques to quantify anticipated 
present and future benefits and costs as accurately as possible.” 

This provides a valuable guidepost to strengthen the FSOC rulemaking 
process. 

c. Rules Considered Out of Order and Not Completed 

The consideration and promulgation of rules needed to implement Title I have 
been taken out of sequence and much has yet to be completed. The logical sequence 
of rules under Title I should be as follows: 1) the Board ’s definition of 
“predominantly engaged in financial activities”; 2) the Board’s criteria for exempting 
certain types or classes of U.S. nonbank financial companies or foreign nonbank 


’ Executive Order 13563 
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financial companies from superr'ision under section 170 of the Dodd-Frank Act; 3) 
the FSOC’s authority to require supervision and regulation of certain nonbank 
financial companies; and 4) the Federal Reserve’s enhanced prudential standards and 
early remediation for covered companies. Promulgation of these rules in the proper 
sequence would allow interested parties, including those companies that could 
potentially be caught in any of the earlier rules in the logical sequence, to determine 
whether they will be subject to a subsequent rule and have certainty as to how any 
proposed subsequent rule will impact them, so that they can provide comment 
accordingly. 

Unfortunately, financial regulators have taken a different and illogical approach. 
The following outlines the actual sequence of the systemic risk rulemaking process: 

• October 2010 - FSOC issues advanced notice of proposed rulemaking 
regarding authority to require superrtision and regulation of certain 
nonbank financial companies. 

• January 2011 - FSOC issues notice of proposed rulemaking regarding 
authority to require supervision and regulation of certain nonbank 
financial companies. 

• February 201 1 - Federal Reserve issues notice of proposed rulemaking 
regarding the definitions of “predominantly engaged in financial 
activities” and “significant nonbank financial company.” 

• October 201 1 - FSOC issues second notice of proposed rulemaking 
regarding authority to require supervision and regulation of certain 
nonbank financial companies. 

• December 2011 - Federal Reserve issues notice of proposed rulemaking 
regarding enhanced prudential standards and early remediation 
requirements for covered companies. 

• April 2012 — FSOC issues final rule regarding authority to require 
supervision and regulation of certain nonbank financial companies. 

• April 2012 - Federal Reserve issues supplemental notice of proposed 
mlemaking regarding the definitions of “predominantly engaged in 
financial activities” and “significant nonbank financial company.” 
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• Yet to be issued are proposed rules regarding criteria for exempting 
certain types or classes of U.S. nonbank financial companies or foreign 
nonbank financial companies from supervision under section 170 of the 
Dodd-Frank Act 

This haphazard approach to incomplete rulemaHngs has made it impossible for 
stakeholders to understand how the systemic risk regulatorj' system will work and 
whether it will be subject to further rules under this regime. The Federal Reserve’s 
rules regarding the definition of “predominantly engaged in financial activities” and 
the criteria for exempting certain types or classes of U.S. nonbank financial companies 
or foreign nonbank financial companies fi:om supervision should have been 
completed before the FSCXl issued its proposal on authority to require supervision 
and regulation of nonbank financial companies. Instead, companies have been 
subject to an unfair and inappropriate rulemaking process that has not provided 
clarity in terms of whether they will be subject to such rules. This handicaps their 
ability to provide meaningful comments on the rules that should log^caUy have come 
at a different point in the implementation process. 

It is important also to note that although the FSOC has indeed finalized rules 
and guidance on the SIFI designation process, the Board has yet to finalize its rules on 
enhanced prudential standards. Until the Board completes this rulemaking, the KOC 
cannot know what the consequences of SIFI designation are, and therefore cannot 
meaningfully assess whether a nonbank financial company should be designated. 
Accordingly, the Chamber recommends that the designation process not commence 
until the entire systemic risk rulemaking process is completed. 

d. Regulatory Coordination and Investor Uncertainty 

Obviously, the FSOC rulemakings will conflict or overlap with other pre- 
existing rules that may have been in place for some time. For instance, the Exchange 
Acts requires that companies disclose to the Securities and Exchange Commission 
(“SEC”) and investors any conditions that are material to the company. Clearly, at 
some point in time, the consideration of a nonbank financial company as systemically 
important qualifies as a material condition that should be disclosed to investors. 
However, neither the FSOC nor the SEC has provided guidance on when, how, or if 
this consideration should be disclosed. 

The Chamber recommends that the FSOC and pmdential regulators examine 
existing regulations and coordinate an approach to giv’-e stakeholders clarity and legal 
certainty as to their duties and actions. 
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4. Othet Substantive Concerns 

a. One Size Does Not Fit All 

The systemic risk designation process and regulation of nonbank financial 
companies will implicate varied companies with different business models spread over 
many industries. Congress recognized that the prudential regulators should take the 
lead in molding the appropriate regulatory structures to meet the unique needs of 
nonbank financial companies. This has not occurred, to date, and there is a great 
concern that a one-size-fits-all bank-centric approach will be imposed because of the 
Federal Reserve’s experience as a bank regulator. 

Taking a one-size-fits-all approach goes against Congressional intent as 
reflected in the Dodd-Frank Act It will increase potential risk rather than reduce it 
Congress clearly delineated between the treatment of systemically important nonbank 
financial companies and systemically important banks by setting up a detailed 
designation process for nonbank companies while instituting automatic designation 
for bank holding companies with total consolidated assets of $50 billion or more. 

A one-size-fits-all approach will not produce more effective oversight. 
Shoehoming nonbank financial companies into a banking regulatory framework will 
disrupt how these companies compete within their industry and in our global 
economy. Each financial company fulfills the need for a specific product or service in 
the marketplace. In the long mn, imposing bank-like regulations on a diverse group 
of nonbank financial companies will force these companies to alter their business 
model such that the financial services industry becomes homogenized. In some 
instances, bank-like capital requirements might make certain business lines no longer 
economically feasible, even though these businesses are not inherently risky. Instead 
of mitigating systemic risk, such regulation would concentrate it and increase it 
exponentially, while reducing competition, customer choice and economic efficiency. 
Furthermore, this would accelerate the flight to less regulated products and 
jurisdictions, expanding moral hazard. 

Accordingly, the Chamber recommends that Congress work with FSOC to 
ensure that the prudential regulators have an enhanced role and develop nonbank 
financial systemic risk regulatory stmctures that more appropriately suit the different 
business models throughout the financial services industry. 

b. Federal Reserve Discretion 

In its notice of proposed rulemaking for enhanced prudential standards and 
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early remediation under section 165 of the Dodd-Frank Act, the Board acknowledges 
that the proposal is not designed or structured to address the special circumstances of 
nonbank financial companies. The proposal states: 

“While this proposal was largely developed with large, complex bank holding 
companies in mind, some of the standards nonetheless provide sufficient flexibiBty to 
be readily implemented by covered companies that are not bank holding companies. 

In prescribing prudential standards under section 165(b) (1), the Board would [sic] to 
take into account the diffemnces among bank holding companies and nonbank 
financial companies supervised by the Board. Following designation of a nonbank 
financial company by the Council, the Board would thoroughly assess the business 
model, capital stmcture, and risk profile of the designated company to determine how 
the proposed enhanced prudential standards and eariy remediation requirements 
should apply. The Board may, by order or regulation, tailor the appEcation of the 
enhanced standards to designated nonbank companies on an individual basis or by 
category, as appropriate. [Footnotes omitted]” 

This paragraph raises a series of important issues regarding the vaEdity of this 
rulemaking proceeding with respect to SIFIs: 

• Why is the Board seeking to apply the Enhanced Standards to a class of entities 
-nonbank financial companies — that it apparendy did not have in mind when it 
drafted the proposal? 

• What is the Board’s rationale for not carefiiUy considering the circumstances 
presented by nonbank financial companies that might be designated as SIFIs 
and to draft Enhanced Standards to address and accommodate the differences 
between these nonbank SIFIs and Large Bank Holding Companies (“large 
BHC’s”)? 

• Has the Board considered and quantified the costs to potential SIFIs, the 
financial system and the economy of imposing Enhanced Standards designed 
for Large BHCs on nonbank SIFIs, and of SIFIs revising their business models 
and investment strategies to comply with Large BHC-centric metrics that may 
be inappropriate, ineffective and even counter-productive for achieving 
increased systemic financial stabUity? 

• Why has the Board not advised the pubEc as to which specific standards it 
beEeves can be readily implemented by non-BHC SIFIs and which it beEeves 
cannot? 
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• The Board appears to indicate that only after a SIFI is designated will it 
consider how the rules should apply to it and that, depending on that review, 
the Board may amend the rules or issue an order to t^or the application of the 
rules to a particular SIFI or a category of SIFIs. Under this approach, how can 
anyone, including the FSOC, a potential SIFFs functional regulators, the 
markets, or a potential SIFI itself, understand how the rules would apply to it if 
it were to be designated? The Board’s indicated approach would appear to 
ignore the assessment made of each SIFI by the FSOC in order to make its 
designation. Indeed, it would put the FSOC in the position of des^ating a 
SIFI without being able properly to consider how effectively or efficiently the 
rules would operate to mitigate the perceived threat to financial stability posed 
by the company. The Board’s attempt to maximize its reservation of discretion 
to deal with SIFIs is, therefore, not only fundamentally unfair to SIFIs but also 
desttuctive of the intended gate keeping function of the FSOC. 

The proposal would apply the rules to Large BHCs and SIFIs. As a result, it is 
incumbent on the Board to consider how the rules would apply to both categories of 
institutions. Without providing commenters with a reasonable description of how the 
rules would apply to the wide variety of unidentified compames that may be 
designated as SIFIs, the Board’s approach does not the public to provide input that 
the promulgating agency is required to evaluate and incorporate into its final 
rulemaking, including in a statement of basis and purpose. Here, the Board 
acknowledges that it has not made any effort to craft the Rules with SIFIs in mind. 

As a result, a potential nonbank SIFI is subject to the risk that the Board will adopt 
Rules that may not appropriately apply to the company, but that nevertheless on their 
face would be applicable to critical aspects of the company’s operations. The Rules 
provide no indication of whether or how they would be tailored to the actual situation 
and circumstances of a newly designated SIFI. 

To take just one example, a potential SIFI may operate under a capital stracture 
and regulatory capital requirements that do not meaningfully correlate with the capital 
standards to which Large BHCs have long been subject. In such a situation, the 
potential SIFI might not have sufficient capital to meet the capital requirements 
imposed under the rules because of its organizational form, statutory or regulatory 
restrictions or long-standing business or operating considerations. If the company 
were to be designated as a nonbank SIFI and had inadequate capital under Large 
BHC-centric regulatory capital requirements, it could be subject to severe regulatory 
restrictions on its business under the early remediation sttucture estabEshed by the 
mles. 
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If the Board proceeds on this course, it would place potential nonbank SIFIs in 
the very difficult position of being forced to speculate both on (i) whether it would 
ultimately be designated as a SIFI and (ii) how the Board might seek to tailor the 
application of the Large BHC-centric rules to it 

During what could be an extended period of uncertainty, a potential SIFI 
would have to decide whether to proactively restructure its business operations, 
capital structure and strategic plan to seek to respond to a potentially inappropriate 
and inapplicable regulatory structure. To the extent that this situation holds the 
potential of significant harm to the company, including the prospect of adverse 
market valuation movements in response to public disclosures regarding the potential 
adverse impact of the rules if applied to the company following its designation, it 
underscores the defective nature of the current rulemaking proceeding and presents a 
presumably unintended and wholly avoidable threat to financial stability and the 
economy. Moreover, restructuring or other actions taken by potential SIFIs to 
address the possible application of the rules to them may have an adverse impact on 
financial markets and a destabilizing impact on U.S. financial stability. 

A fundamental element of a rulemaking proceeding is the promulgating 
agency’s obligation to support the policy and legal choices that it has made in light of 
the comments received. The statement of basis and purpose should lay out the 
agency’s thought processes and evaluation of the arguments in the comments it 
received. If the Board continues on the path that it has outlined in the proposal, it 
will not be able to meet this requirement and will not provide fair or transparent 
treatment to companies that are ultimately designated as SIFIs. Therefore, we 
recommend that the Board terminate this rulemaking proceeding with respect to 
SIFIs and expressly limit it to companies that qualify as Large BHCs under section 
252.12(d)(2) of the Proposal. In addition, in order to satisfy the statutory 
requirements of section 165 of the Dodd Frank Act and the requirements regarding 
notice and comment and the statement of basis and purpose, the Board should 
undertake a separate SIFI rulemaking that meets the principles enumerated above. 

The current proposed rules give the Board wide ranging discretion to change 
rules and practices, seemingly on a whim. This fails to give designated companies, or 
potentially designated companies any legal certainty and harms the ability of investors 
to appropriatey evaluate their options. This will create economic harm. 

5. Conclusion 

In crafting Title I, Congress wisely went to great pains to create a balanced 
approach to address systemic risk while minimizing the impact upon non-financial 
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companies. The regulators are, contrary to Congressional directive, creating an open- 
ended hunting license that will bag companies, which if die law was followed, would 
have been considered off limits. By disregarding the bounds established by Congress, 
the regulators are possibly creating the unintended consequences Congress hoped to 
avoid creating adverse impacts within the nonbank sectors of the economy. In 
recognizing that we must observe and manage systemic risk, we must at the same time 
acknowledge that reasonable risk taking is a necessary component for growth 
conducive for prosperity. 

This is a difficult balance to achieve, but one that must be struck in order to 
have the efficient and effective capital markets needed for businesses and a growing 
economy that creates jobs. 

I will be happy to take any questions that you may have. 
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The Importance of Remittances through Legal Channels to 
Somalia 

By: Scott Rembrandt 
12/23/2011 

The U.S. Department of the Treasury, along with the rest of the U.S. government remains deeply 
concerned about the ongoing humanitarian crisis in the Horn of Africa. To help combat the 
famine, the U.S. government has become the largest humanitarian donor to the region, providing 
more than $870 million to meet ongoing and urgent humanitarian needs, including nearly $205 
million for Somalia. President Obama recently announced an additional $113 million in 
emergency relief funding for the region to support urgently needed food, health, shelter, water 
and assistance needs. 

We also recognize the important role that remittances play in meeting these urgent needs, as so 
many Somali-Americans have sent money to their loved ones in the region struggling to 
survive. Treasury engages regularly with the Somali-American community and the financial 
institutions that service them in Minneapolis and elsewhere to promote the continued use of 
legitimate and transparent methods for these critical transfers. Maintaining safe, transparent 
payment channels is of the utmost importance given that funds have also been transferred to Al- 
Shabaab, an internationally-sanctioned terrorist group - something financial institutions work 
diligently to prevent. 

It is important to note that the Treasury Department does not have the authority to direct any 
financial institution to open or maintain a particular account or relationship. The decision to 
maintain any financial relationship is made by each financial institution itself. Such a decision is 
often based upon a number of factors, including the bank’s capacity to effectively manage 
money laundering and terrorist financing risks. Financial institutions are required to identify, 
assess and take steps to design and implement controls that are appropriate to manage risks, in 
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compliance with their obligations under the Bank Secrecy Act, as well as under counter- 
financing of terrorism and sanctions laws. 

The Treasury Department expects financial institutions, in their compliance with the Bank 
Secrecy Act, to reasonably discharge their due diligence obligations — not that they be infallible 
in doing so. The Department also expects financial institutions to take appropriate steps to 
comply with sanctions and counter-financing of terrorism laws. There is no assumption on the 
part of Treasury that money transmitters present a uniform or unacceptably high risk of money 
laundering, terrorist financing or sanctions violations. 

In 2005, Treasury’s Financial Crimes Enforcement Network (FinCEN) and the Federal Banking 
Agencies issued a joint statement recognizing the importance of money services businesses, 
including money transmitters, that comply with the law having reasonable access to banking 
services. As noted in subsequent guidance, banks are expected to apply Bank Secrecy Act 
requirements to money services business (MSB) customers on a risk-basis as they do with all 
accountholders. Banks do this by first assessing the risks associated with the particular customer 
and then taking appropriate steps to manage the identified risks. Banks thus have the flexibility 
to provide services to a wide range of MSBs, even ones deemed high-risk, and remain in 
compliance with the Bank Secrecy Act. 

It is the view of the Treasury Department that financial institutions that establish and maintain 
appropriate risk-based anti-money laundering programs will be well-positioned to appropriately 
manage such accounts, prevent illicit transactions, and avoid enforcement action. 

The Treasury Department believes that the Somali-American community will continue to have 
legitimate and transparent methods to transfer funds to Somalia and we look forward to 
continuing our active engagement of all stakeholders, including the Somali commimity, financial 
institutions, regulators, and law enforcement on this issue. 

Scott Rembrandt is a Policy Advisor in the Office of Terrorist Financing and Financial Crimes 
at the U.S. Department of the Treasury. 

Posted in: Terrorism and Financial Intelligence 
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Case No. IA-2013-3003SO-1 

The Honorable Keith Ellison 
U.S. House of Representatives 
Washington, DC 20515 

Dear Representative Ellison; 

This responds to your letter dated January 30, 2013, to the Office of Foreign Assets Control (“OF AC”), 
seeking guidance on certain prohibitions contained in the Iranian Transactions and Sanctions 
Regulations, 3 1 C.F.R. Part 560 (the “ITSR”). Specifically, you seek clarification as to whether a U.S. 
financial institution is authorized to open and operate bank accounts on behalf of Iranian college 
students residing in the United States pursuant to lawfully issued visas. 

Section 560.204 of the ITSR prohibits the exportation, reexportation, sale, or supply of any goods, 
technology, or services, directly or indirectly, from the United States or by a U.S. person, wherever 
located, to’ Iran or the'Govemment of Iran. ITSR, § '560.204.‘ Additionally, the ITSR generally prohibit 
U,S, perspjis, wherever located, from engaging in any tfansactidh or dealing ’in or related to (1) goods, 
techriplo^j dr.’services For exportation, reexportati'cin, sale, of supply, directly of indirectly, to Iran or 
the Govemnjent of Iran, of (2) goods of services of Iranian origin or' owned or controlled by the 
Government of Iraij. ^ ITSR, § 560.206(a). This prohibitloh includes but is not limited to purchasing, 
seUing,' transporting, swapping, brokering, apprOvihj, financing, fadilitafuig, of ‘guafahteeihg. ITSR, 
§ 560.206(b). The ITSR define the term CIS person to mean any 'United States citizen, permanent 
resident alien, entity organized under the laws of the United States (including foreign branches), or any 
person in the United States.. I'fSR, § 560i.314. 

However, section 560.505(a)' of the ITSR contains a general license authorizing persons who hold 
visas in certain non-immigrant visa categories (including category F for student visas) to carry out in 
the United States those activities for which such a visa has been granted by tlie U.S. State Department. 
Subject to certain exceptions, U.S. persons (e.g., visitors, U.S. permanent residents, and U.S. citizens) 
are authorized' to engage in dny transactions ordinarily incident to a transaction that is either 
specifically or generally Jicensed, provided the transaction is ordinarily incident to a licensed activity 
and necessary to giVe'effect fo the licensed transactions. ITSR, § 560.405. 

T^g ITSR also authorize .United States depository institutibhs to pfoc’esSfransfefs'bf funds to df from 
Iran, or for the direct of indirect benefit of persons in Iran 'or the'GDvefmufent'of Iran-, if the 'trailsfer 
arises frpip,,^d'is ordiilMily incident and necessary' to gi'Ye'effeotfo; an underlying trari'sactidri that Has 
been authorized by , a specific .or a general license, sirch as’sectidti 560.505' of the ITSR',“ahd dofes riot 
involve debiting or crediting ah Iranian account. iTSR, j 560.'5I6(a).' Th'e'term “Iranian account” is 
.defined as accounts of persons who are ordinarily fesidchf hi Ifanf except when such persons are not 
located in Iran, or.pf.the Governraenf oflran, maintained on the books df'eithfer a United States 
depository institution or a United States registered broker of dealer in securities. ITSR, § 5'60.320. 



399 


Therefore, the authorities described above genially authorize U.S. financial institutions to open and 
maintain accounts on behalf of Iranian students who are studying or physically present in the United 
States, without additional authorization from OFAC. Please be advised, however, that pursuant to 
section 560.517(a)(2) of the ITSR, the financial institutions are required to close out an “Iranian 
account” and make a lump sum transfer only to the account party of all remaining funds and assets in 
the account once the person ordinarily resident in Iran returns to Iran. 

If you have any additional questions, you may refer to the OFAC website at www.treasurv.gov/ofae or 
call our office at (202) 622-2480. 


Sincerely, 

Andrea Gacki 

Assistant Director for Licensing 
Office of Foreign Assets Control 


July 8 , 3013 


Date 



400 


GAO 


United States Government Accountability Office 

Report to Congressional Requesters 


FINANCIAL 

REGULATORY 

REFORM 

Financial Crisis 
Losses and Potential 
Impacts of the Dodd- 
Frank Act 



GAO 

Accountabiitty * integrity * Reliabiitty 


GAO-13-180 




401 



Why (; AO Did This Study 

The 2007-2^ fmanciaJ cri^ 

; threshed ftestsbilft^ 
financsal sysJ^ the heaWi of the 
US: eooi^y. 1b address regula}^ 
gai)s arKj othwph^ems mveated by 
tt^ crisis. Congress enakrted Dodd- 
Frank Act. Fed«al regulatorewiH need 
to !sst» hundreds of rules to 
die act. Indus^ 

r^jresasrtaflvBS. acadefnics, and 
others general^ have suRMited the 
act’s goal of enhancing U.S. finanoal 
sta^l%i but ir^ptemerita^pri of certain 
of the ar^'s provisfons has ted to mta^h 
d^tate. These experts have expressed 
a wida range o! bn the potential 
posUtve ^ negative effects that the 
bet 001 ^ have oh tie U.S. ^rrcial 
system and broader economy. 

GAO was asked to examine the (1) 
tosses associaled with the recent 
financ^l crisis; (2) beneSts the act 
forth® U.$; ffharK^I system and the 
broader economy: and (3) costs of the 
act's reforms GAO reviewed empincal 
and other studies on the Impacts of 
financial enses and the Dodd-Frank 
retorms. as well as congressional 
tesfimonies. corwnent letters, and 
other put^ stotoments by federal 
regulators. irKtustry representatives, 
arid otoers. GAO obtained and 
analyzed data on agency resources 
devoted to toe act's implementation, 
GAO. also bbiained perspec^s from , 
reguiatofs. acaderrucs, and 
repteser^atives of industry and putHic 
tnterest groups tlmigh Intervnews and 
an expert roundtoWe held with the 
assistarH^ erf free Natkmai Academy of 
Sciences. GAO pfovkted a draft cst tots 
report to the finana# regulators for 
revrievn mtt comment and received 
technic^ rasmments, which were 
inexxporatedas af^priate, 

\^ew SAO'l 3*180. For more mftxitwstoi. 
coniact A NKOte Clowers at (202) 512-8678 
tx ciowersai®gao-SKW. 


FINANCIAL REGULATORY REFORM 

Financial Crisis Losses and Potential Impacts of the 
Dodd-Frank Act 


What GAO Found 

The 2007-2009 finandal crisis has been associated with large economic losses 
and increased fiscal challenges. Studies estimating the losses of financial crises 
based on lost output {value of goods and services not produced) suggest losses 
associated v«th the recent crisis could range from a few trillion dollars to over $10 
trillion. Also associated with the crisis were large declines in employment, 
household wealth, and other economic indicators. Some studies suggest the 
crisis could have long-lasting effects: for example, high unemployment, if 
persistent, could lead to skill erosion and lower future earnings for those affected. 
Finally, since the crisis began, federal, state, and local governments have faced 
greater fiscal challenges, in part because of reduced tax revenues from lower 
economic activity and increased spending to mitigate the impact of the recession. 

While the Dodd-Frank Wall Street Reform and Consumer Protection Act’s {Dodd- 
Frank Act) reforms could enhance the stability of the U.S. financial system and 
provide other benefits, the extent to which such benefits materialize will depend 
on many factors whose effects are difficult to predict. According to some 
academics, industry representatives, and others, a number of the act's provisions 
could help reduce the probability or severity of a future crisis and thereby avoid 
or reduce the associated losses. These include subjecting large, complex 
financial institutions to enhanced prudential supervision, authorizing regulators to 
liquidate a financial firm whose failure could pose systemic risk, and regulating 
certain complex financial instruments. In contrast, some experts maintain these 
measures will not help reduce the probability or severity of a future crisis, while 
others note that their effectiveness will depend on how they are implemented by 
regulators, including through their rulemakings, and other factors, such as how 
financial firms respond to the new requirements. Quantifying the act's potential 
benefits is difficult, but several studies have framed potential benefits of certain 
reforms by estimating output losses that could be avoided if the reforms lowered 
the probability of a future crisis. 

Federal agencies and the financial industry are expending resources to 
implement and comply with the Dodd-Frank Act. First, federal agencies are 
devoting resources to fulfill rulemaking and other new regulatory responsibilities 
created by the act. Many of these agencies do not receive any congressional 
appropriations, limiting federal budget impacts. Second, the act imposes 
compliance and other costs on financial institutions and restricts their business 
activities in ways that may affect the provision of financial products and services. 
While regulators and others have collected some data on these costs, no 
comprehensive data exist. Some experts stated that many of the act’s reforms 
serve to impose costs on financial firms to reduce the risks they pose to the 
financial system. Third, in response to reforms, financial institutions may pass 
increased costs on to their customers. For example, banks could charge more for 
their loans or other services, which could reduce economic growth. Although 
certain costs, such as paperwork ossts, can be quantified, other costs, such as 
the act’s impact on the economy, cannot be easily quantified. Studies have 
estimated the economic impact of certain of the act's reforms, but their results 
vary widely and depend on key assumptions. Finally, some experts expressed 
concern about the act’s potential unintended consequences and their related 
costs, adding to the challenges of assessing the benefits and costs of the act. 
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jAcMsintoWlity • ln(egrlty RetlabIHty 


United States Goveraoient Accountability Office 
Washington, DC 20548 


January 16, 2013 

The Honorable Tim Johnson 
Chairman 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 

The Honorable Michael E. Capuano 
Ranking Member 

Subcommittee on Oversight and Investigations 
Committee on Financial Services 
House of Representatives 

The 2007-2009 financial crisis threatened the stability of the U.S. financial 
system — composed of financial institutions, markets, and infrastructure — 
and the health of the U.S. economy.^ At the peak of the crisis, the federal 
government introduced unprecedented support for financial markets, 
providing hundreds of billions of dollars of capital and over a trillion dollars 
of emergency loans to financial institutions. Many households suffered as 
a result of falling asset prices, tightening credit, and increasing 
unemployment. While many factors likely contributed to the crisis and the 
relative role of these factors is subject to debate, gaps and weaknesses in 
the supervision and regulation of the U.S. financial system generally 
played an important role.^ To address such shortcomings, Congress 
enacted the Dodd-Frank Wall Street Reform and Consumer Protection 
Act (the Dodd-Frank Act).^ As summarized on the Senate Banking 
Committee’s website, the act seeks to (1) address risks to the stability of 
the U.S. financial system, In part through the creation of the Financial 


^As discussed below, no universal or widely accepted definition of a financial crisis exists. 
Indeed, no clear consensus exists on when the recent financial crisis started or ended (if 
yet). In a number of speeches, officials from the Board of Governors of the Federal 
Reserve System and several academics have dated the crisis as starting in 2007 and 
ending in 2009. We are adopting that time frame, although others sometimes date the 
crisis as starting in 2008 and ending in 2009. 

^As discussed in tiie background section of this report, other Victors that are thought to 
have contributed to the crisis include financial innovations and economic conditions, 
characterized by accommodative monetary policies, ample liquidity and availability of 
credit and low interest rates that spurred housing investment, 

^Pub. L, No. 111-203, 124 Stat 1376 (2010). 
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stability Oversight Council (FSOC), (2) end too-big-to-fail bailouts of 
large, complex financial institutions, (3) increase transparency and 
regulation for certain complex financial instruments, and (4) strengthen 
protections for consumers and investors.'* 

Federal financial regulators and other agencies are continuing to make 
progress in implementing the Dodd-Frank Act’s numerous provisions, 
which may require hundreds of rulemakings. While the financial services 
industry, academics, and others generally have supported the Dodd- 
Frank Act’s goal of enhancing the stability of the U.S. financial system, 
the act’s implementation has not been free of controversy or debate. For 
example, a consensus exists neither on the extent to which the act will 
help to reduce the likelihood and severity of future financial crises nor on 
the magnitude of the costs that the act, generally, and its regulations, 
specifically, will Impose on U.S. financial institutions and the U.S. 
economy. The Dodd-Frank Act has not yet been fully Implemented; thus, 
its impacts have not fully materialized. Nonetheless, analyses of the 
potential and actual impacts can help inform policymakers about the 
ongoing implementation of the act’s reforms. 

As requested, the objectives of this report are to describe what is known 
about 

• the losses and related economic impacts associated with the 2007- 
2009 financial crisis; 

• the benefits of the Dodd-Frank Act, particularly its key financial 
stability provisions, for the U.S. financial system and broader 
economy; and 

• the costs associated with the act, particularly its key financial stability 
provisions. 

To address our objectives, we reviewed and analyzed academic and 
other studies that assess the economic impacts of financial crises or 
financial regulatory reforms, including the Dodd-Frank Act. We reviewed 
the methodological approaches of selected studies and determined that 
they were sufficient for our purposes. However, the results should not 


'*U-S. Senate. Committee on Banking, Housing, and Urban Affairs. Dodd-Frank Wall 
Street Reform: Conference Report Summary, accessed December 17, 2012, 
http://bankir>g senate gov/publicfindex,cfrn?FuseAction=!ssues,View&issueJd=84d77b9f- 
c7ab-6fe2-4640-9dd18189fb23. 
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necessarily be considered as definitive, given the methodological or data 
limitations contained in the studies individually and collectively. To show 
changes in economic indicators following the start of the financial crisis, 
we obtained and analyzed data from the Bureau of Economic Analysis, 
Bureau of Labor Statistics, National Bureau of Economic Research, and 
other sources. We obtained and summarized data on the incremental 
budgetary costs associated with the act’s implementation for 10 federal 
entities; the Board of Governors of the Federal Reserve System (Federal 
Reserve); Commodity Futures Trading Commission (CFTC); Federal 
Deposit Insurance Corporation (FDIC); Federal Housing Finance Agency 
(FHFA); Office of the Comptroller of the Currency (OCC); Securities and 
Exchange Commission (SEC); Department of the T reasury (T reasury); 
Bureau of Consumer Financial Protection, commonly known as the 
Consumer Financial Protection Bureau (CFPB); FSOC; and the Office of 
Financial Research (OFR). For parts of our methodology that involved the 
analysis of computer-processed data, we assessed the reliability of these 
data and determined that they were sufficiently reliable for our purposes. 
Through interviews and an expert roundtable we held with the assistance 
of the National Academy of Sciences, we obtained perspectives from 
academics; current and former federal financial regulators; 
representatives of industry, public interest, and investor groups; and other 
experts on the potential benefits and costs of the act's refoims. In 
addition, we reviewed relevant reports and public statements by these 
groups as well as Dodd-Frank Act rules and comment letters, Finally, we 
reviewed prior GAO work on the fiscal outlook for federal, state, and local 
governments and on financial regulatory reform. Appendix I contains 
additional Information on our scope and methodology. 

We conducted this performance audit from November 201 1 to January 
2013 in accordance with generally accepted government auditing 
standards. Those standards require that we plan and perform the audit to 
obtain sufficient, appropriate evidence to provide a reasonable basis for 
our findings and conclusions based on our audit objectives. We believe 
that the evidence obtained provides a reasonable basis for our findings 
and conclusions based on our audit objectives. 
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Background 


The financial r^ulatory framework in the United States was built over 
more than a century, largely in response to crises and significant market 
developments. As a result, the regulatory system is complex and 
fragmented.^ While the Dodd-Frank Act has brought additional changes, 
including the creation of new regulatory entities and the consolidation of 
some regulatory responsibilities that had been shared by multiple 
agencies, the U.S. finandal regulatory structure largely remains the 
same. It is a complex system of multiple federal and state regulators, as 
well as self-regulatory organizations, that operates largely along 
functional lines. The U.S. regulatory system is described as Tunctionai” in 
that financial products or activities are generally regulated according to 
their function, no matter who offers the product or participates in the 
activity. 

Banking Regulators banking industry, the specific regulatory configuration depends on 

the type of charter the banking institution chooses. Depository institution 
charter types include 

• commercial banks, which originally focused on the banking needs of 
businesses but over time have broadened their services: 

• thrifts, which include savings banks, savings associations, and 
savings and loans and were originally created to serve the needs — 
particularly the mortgage needs— of those not served by commercial 
banks; and 

• credit unions, which are member-owned cooperatives run by member- 
elected boards with an historical emphasis on serving people of 
modest means. 

These charters may be obtained at the state or federal level. State 
regulators charter institutions and participate in their oversight, but all 
institutions that have federal deposit insurance have a federal prudential 
regulator. The federal prudential regulators — ^which generally may issue 
regulations and take enforcement actions against industry participants 


U.S. Financial Regulatory 
Frame^vork 


^For a more detailed discussion of the evolution of the U S. financial regulatory framework 
before the enactment of the Dodd-Frank Act, see GAO, Financial Regulation: A 
Framework for Crafting and Assessing Proposals to Modernize the Outdated U. S. 
Financial Regulatory System, GAO-09-216 (Washington, D.C.: Jan. 8. 2009). 
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within their jurisdiction — are identified in table 1 . The act eliminated the 
Office of Thrift Supervision (OTS) and transferred its regulatory 
responsibilities to OCC, the Federal Reserve, and FDIC.® To achieve their 
safety and soundness goals, bank regulators establish capital 
requirements, conduct onsite examinations and off-site monitoring to 
assess a bank’s financial condition, and monitor compliance with banking 
laws. Regulators also issue regulations, take enforcement actions, and 
close banks they determine to be Insolvent. 


Table 1 : Federal Prudential Regulators and Their Basic Functiorts 

Agency 

Basic functi'on 

Office of the Comptroller of the Currency 

Charters and supervises national banks and federal ttirifts. 

Board of Governors of the Federal Reserve 
System 

Supervises state-chartered banks ttiat opt to be members of the Federal Reserve 

System, bank holding companies, thrift holding companies and tfie nondepository 
institution subsidiaries of those institutions, and nonbank financial companies designated 
by the Financial Stability Oversight Council. 

Federal Deposit Insurance Corporation 

Supervises FDIC-insured state-chartered banks that are not members of the Federal 
Reserve System, as well as federaliy insured state savings banks and thrifts; Insures the 
deposits of all banks and thrifts that are approved for federal deposit insurance; and 
resolves all failed Insured banks and thrifts and has been given the authority to resolve 
large bank holding companies and nonbank financial companies that are subject to 
supervision by the Board of Governors of the Federal Reserve System. 

National Credit Union Administration 

Charters and supervises federally chartered credit unions and insures savings in federal 
and most state-chartered credit unions. 


Sources OCC, Federal Reserve Board. FOlC. artd NCUA. 


Holding companies that own or control a bank or thrift are subject to 
supervision by the Federal Reserve. The Bank Holding Company Act of 
1956 and the Home Owners’ Loan Act set forth the regulatory frameworks 
for bank holding companies and savings and loan (S&L) holding 
companies, respectively.^ Before the Dodd-Frank Act, S&L holding 
companies had been subject to supervision by OTS and a different set of 
regulatory requirements from those of bank holding companies. The 


®OTS chartered and supervised federally chartered savings institutions and savings and 
loan holding companies. Rule-making authority previously vested in OTS was transferred 
to OCC for savings associations and to the Federal Reserve for savings and loan holding 
companies. Other authorities were transferred to OCC, FDIC, and the Federal Reserve. 
12U.S.C-§5412. 

^Pub. L No. 84-511. 70 Stat. 133 (1956) and Pub. L. No. 73-43, 48 Stat. 128(1933). Bank 
holding companies are companies that own or confrol a bank, as defined in the Bank 
Holding Company Act. S&L holding companies are companies that own or control an S&L. 


Page 5 


GAO-13-180 Financial Regulatory Reform 


410 


Dodd-Frank Act made the Federal Reserve the regulator of S&L holding 
companies and amended the Home 0\wners’ Loan Act and the Bank 
Holding Company Act to create certain similar requirements for both bank 
holding companies and S&L holding companies.® The Dodd-Frank Act 
also grants new authorities to FSOC to designate nonbank financial 
companies for supervision by the Federal Reserve. 


Securities and Futures 
Regulators 


The securities and futures markets are regulated under a combination of 
self-regulation (subject to oversight by the appropriate federal regulator) 
and direct oversight by SEC and CFTC, respectively.® SEC regulates the 
securities markets, including participants such as securities exchanges, 
broker-dealers, investment companies, and investment advisers. SEC’s 
mission is to protect investors; maintain fair, orderly, and efficient 
markets; and facilitate capital formation. In the securities industry, certain 
self-regulatory organizations — including the securities exchanges and the 
Financial Industry Regulatory Authority — have responsibility for 
overseeing the securities markets and their members; establishing the 
standards under which their members conduct business; monitoring 
business conduct; and bringing disciplinary actions against members for 
violating applicable federal statutes, SEC’s rules, and their own rules. 


CFTC Is the primary regulator of futures markets, including futures 
exchanges and intermediaries, such as futures commission merchants.'’® 
CFTC’s mission is to protect market users and the public from fraud, 
manipulation, abusive practices, and systemic risk related to derivatives 
that are subject to the Commodity Exchange Act, and to foster open, 
competitive, and financially sound futures markets. Like SEC, CFTC 
oversees the registration of intermediaries and relies on self-regulatory 


®For a more detailed discussion of the regulatory framework for bank holding companies 
and S&L holding companies, see GAO, Bank Holding Company Act: Characteristics and 
Regulation of Exempt Institutions and the Implications of Removing the Exemptions, 
GAO-12'160 {Washington. D C.: Jan. 19. 2012), 

^Certain securities activities also are overseen by state government entities. 

^®Futures commission merchants are individuals, associations, partnerships, corporations, 
and trusts that solicit or accept orders for the purchase or sate of any commodity for future 
delivery on or subject to the rules of any exchange and foat accept payment from or 
extend credit to those whose orders are accepted. Firms and individuals who trade fufores 
with the public or give advice about fotures trading must be registered with foe National 
Futures Association, the industrywide self-regulatory organization for the U.S. fotures 
industry. 
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Consumer Financial Protection 
Bureau 


Federal Housing Finance 
Agency 


organizations, including the futures exchanges and the National Futures 
Association, to establish and enforce rules governing member behavior. 

In addition, Title Vll of the Dodd-Frank Act expands regulatory 
responsibilities for CFTC and SEC by establishing a new regulatory 
framework for swaps. The act authorizes CFTC to regulate “swaps” and 
SEC to regulate "security-based swaps” with the goals of reducing risk, 
increasing transparency, and promoting market integrity in the financial 
system.'*’ 

The Dodd-Frank Act established CFPB as an Independent bureau within 
the Federal Reserve System and provided it with rule-making, 
enforcement, supervisory, and other powers over many consumer 
financial products and services and many of the entities that sell them.’^ 
Certain consumer financial protection functions from seven existing 
federal agencies were transferred to CFPB.’^ Consumer financial 
products and services over which CFPB has primary authority include 
deposit taking, mortgages, credit cards and other extensions of credit, 
loan servicing, debt collection, and others. CFPB is authorized to 
supervise certain nonbank financial companies and large banks and 
credit unions with over $10 billion in assets and their affiliates for 
consumer protection purposes. CFPB does not have authority over most 
insurance activities or most activities conducted by firms regulated by 
SEC or CFTC. 

The Housing and Economic Recovery Act of 2008 (HERA) created FHFA 
to oversee the government-sponsored enterprises (GSE): Fannie Mae, 
Freddie Mac, and the Federal Home Loan Banks, Fannie Mae and 
Freddie Mac were created by Congress as private, federally chartered 


’ ’a swap is a type of derivative that involves an ongoing exchange of one or more assets, 
liabilities, or payments for a specified period. Financial and nonfinanciai firms use swaps 
and other over-the-counter derivatives to hedge risk, or speculate, or for other purposes. 
Swaps include interest rate swaps, commodity-based swaps, and broad-based credit 
default swaps. Security-based swaps include single-name and narrow-based credit default 
swaps and equity-based swaps. For the purposes of this report, we use "swaps" to refer to 
both "swaps’ and “security-based swaps." 

‘^12 U.S.C. §§ 5481-5603- 

■'^These agencies included the Federal Reserve, FDiC, the Federal Trade Commission, 
the Department of Housing and Urban Development, the National Credit Union 
Administration, OCC, and OTS. 

’“Pub. L No. 110-289, 122 Stat. 2654 (2008). 
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companies to provide, among other things, liquidity to home mortgage 
markets by purchasing mortgage loans, thus enabling lenders to make 
additional loans. The system of 12 Federal Home Loan Banks provides 
funding to support housing finance and economic development. Until 
enactment of HERA, Fannie Mae and Freddie Mac had been overseen 
since 1992 by the Office of Federal Housing Enterprise Oversight 
(OFHEO). an agency within the Department of Housing and Urban 
Development (HUD), and the Federal Home Loan Banks were subject to 
supervision by the Federal Housing Finance Board (FHFB), an 
independent regulatory agency.^® in July 2008, HEF^ created FHFA to 
establish more effective and more consistent oversight of the three 
housing GSEs.^® Given their precarious financial condition, Fannie Mae 
and Freddie Mac were placed in conservatorship in September 2008, with 
FHFA serving as the conservator under powers provided in HERA. 

Federal Insurance Office While insurance activities are primarily regulated at the state level, the 

Dodd-Frank Act created the Federal Insurance Office within T reasury to 
monitor issues related to regulation of the insurance industry. The 
Federal Insurance Office is not a regulator or supervisor, and its 
responsibilities include identifying issues or gaps in the regulation of 
insurers that could contribute to a systemic crisis in the insurance industry 
or the U.S. financial system. 

The Dodd-Frank Act established FSOC to identify risks to the financial 
stability of the United States, promote market discipline, and respond to 
emerging threats to the stability of the U.S. financial system. The Dodd- 
Frank Act also established OFR within Treasury to serve FSOC and its 
member agencies by improving the quality, transparency, and 
accessibility of financial data and information: conducting and sponsoring 


Financial Stability Oversight 
Council and Office of Financial 
Research 


■'^OFHEO regulated Fannie Mae and Freddie Mac on matters of safety and soundness, 
while HUD regulated their mission-related activities. FHFB served as the safety and 
soundness and mission regulator of the Federal Home Loan Banks. 

'’®With respeci to Fannie Mae and Freddie Mac, the law gave FHFA such new regulatory 
authorities as the power to regulate the retained mortage portfolios, to set more stringent 
capital standards, and to place a failing entity in receivership. In addition, the law provides 
FHFA with funding outside the annual appropriations process. The law also combined the 
regulatory authorities for all the housing GSEs that were previously distributed among 
OFHEO. FHFB, and HUD. 

^’'31 U.S-C.§313. 
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research related to financial stability; and promoting best practices in risk 
management^® 

FSOC’s membership consists of the Secretary of the T reasury, who 
chairs the council, and the heads of CFPB, CFTC, FD!C, the Federal 
Reserve, FHFA. the National Credit Union Administration, OCC, SEC, the 
directors of OFR and the Federal Insurance Office, representatives from 
state-level financial regulators, and an Independent member with 
insurance experience. 


Financial Crises There is no universally accepted definition of a financial crisis. Some 

academic studies identify three major types of financial crises; banking 
crises, public debt crises, and currency crises.’® The most recent financial 
crisis in the United States is widely considered to have been a banking 
crisis. While researchers have defined banking crises in different ways, 
their definitions generally focus on indicators of severe stress on the 
financial system, such as runs on financial institutions or large-scale 
government assistance to the financial sector. The large increases in 
public debt that tend to follow the onset of a banking crisis can make a 
country more susceptible to a public debt crisis. 

Studies reviewing historical banking crises in the United States and other 
countries found that such crises were associated with large losses in 
output (the value of goods and services produced in the economy) and 
employment that can persist for years. A disruption to the financial system 
can have a ripple effect through the economy, harming the broader 
economy through several channels. For example, some studies identify 
ways that strains in the financial system can negatively impact the cost 


’®12 U.S.C. §§ 5321-5333. For additional information on FSOC and OFR, see GAO, 
Financial Stability: New Council and Research Office Should Strengthen the 
Accountability and Transparency of Their Decisions, GAO-12-886 (Washington, D.C.; 
Sept, 11, 2012). 

’^Public debt crises can oixur when rising levels of government debt lead investors to 
lose confidence in the ability of a country to repay its debts, causing the country's 
borrowing coste to suige and fordng large cuts to public spending. Currency crises can 
occur vs^en there is a speculative attack on the foreign exchange value of a currency, 
causing a sharp depreciation in the currency or forcing authorities to defend the value of 
the currency by selling foreign exchange reserves and raising domestic interest rates. 
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and availability of credit and, in turn, reduce total output.^° During the 
recent crisis, certain securitization markets collapsed and households and 
businesses faced tightened credit conditions. Higher funding costs for 
firms in the form of higher interest rates and lower equity prices can 
contribute to declines in investment. Furthermore, as asset prices fail, 
declines in the wealth and confidence of consumers, businesses, and 
investors also can contribute to output declines. Historically, governments 
have provided substantial assistance to financial institutions during 
banking crises to avert more severe disruptions to the key functions 
performed by the financial system. 

The causes of the 2007-2009 crisis are complex and remain subject to 
debate and ongoing research. According to many researchers, around 
mid-2007. losses in the mortgage market triggered a reassessment of 
financial risk in other debt instruments and sparked the financial crisis. 
Uncertainty about the financial condition and solvency of financial entities 
resulted in a liquidity and credit crunch that made the financing on which 
many businesses and individuals depend increasingly difficult to obtain. 
By late summer of 2008, the ramifications of the financial crisis ranged 
from the failure of financial institutions to increased losses of individual 
savings and corporate investments. 

Academics and others have identified a number of factors that may have 
helped set the stage for problems in the mortgage market and the 
broader financial system. These factors, in no particular order, include 

• financial innovation in the form of asset securitization, which reduced 
mortgage originators’ incentives to be prudent in underwriting loans 
and made it difficult to understand the size and distribution of loss 
exposures throughout the system; 

• imprudent business and risk management decisions based on the 
expectation of continued housing price appreciation; 


^°See. for example. Basel Committee on Banking Supervision. The Transmission 
Channels between the Financial and Real Sectors: A Critical Survey of the Literature. 
Working paper No. 18 (Basel. Switzerland; February 2011). 

^^During the ai»s, market liquidity and funding liquidity declined in certain markets. To 
function efRclenliy, tfie securities markets need market liquidity, generally defined as the 
ability to buy and sell a particular a^et without significantly affecting its price. In contrast 
to market liquidity, which is an asset-specific characteristic, funding liquidity generally 
refers to the availability of funds in the market that firms can borrow to meet their 
obligations. 
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• faulty assumptions in the models used by credit rating agencies to 
rate mortgage-related securities; 

• gaps and weaknesses in regulatory oversight, which allowed financial 
institutions to take excessive risks by exploiting loopholes in capital 
rules and funding themselves increasingly with short-term liabilities; 

. government policies to increase homeownership, including the role of 
Fannie Mae and Freddie Mac in supporting lending to higher-risk 
borrowers; and 

• economic conditions, characterized by accommodative monetary 
policies, ample liquidity and availabiiity of credit, and low interest rates 
that spurred housing investment. 

The United States periodically has experienced banking crises of varying 
severity. The financial crisis that began in 2007 was the most severe 
banking crisis experienced by the United States since the 1930s. While 
this most recent financial crisis may have had some new elements — such 
as the role of asset securitization in spreading risks across the financial 
system— studies have found that it followed patterns common to past 
crises in the United States and other countries. For example, experts 
have noted that the recent crisis, like many past crises, was preceded by 
an asset price boom that was accompanied by an excessive buildup in 
leverage.^^ Another common pattern between the recent and past crises 
has been the buildup of risks and leverage in unregulated or less 
regulated financial institutions. While academic studies have used 
different criteria to identify and date banking crises, studies we reviewed 
identify the following episodes as U.S. banking crises since the Civil War: 
the banking panics of 1873, 1893, 1907, and the 1930s; the Savings and 
Loan Crisis that began in the1980s; and the 2007-2009 crisis. The studies 
do not consider the stock market crash of 1 987 or the bursting of the 
technology bubble during 2000-2001 to be banking crises, because 
neither placed severe strains on the financial system that threatened the 
economy. 


^^Leverage traditionally has referred to the use of debt, instead of equity, to fund an asset 
and been measured by the ratio of total assets to equity on the balance sheet. Leverage 
also can be used to increase an exposure to a financial asset without using debt, such as 
by using derivatives, in that regard, leverage can be defined broadly as the ratio between 
some measure of risk exposure and capital that can be used to absorb unexpected losses 
from the exposure. 
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2007-2009 Financial 
Crisis Was Associated 
with Large Economic 
Losses and Increases 
in Government Debt 


Several studies measure the overall economic costs associated with past 
financial crises based on the decline in economic output (the value of 
goods and services produced in the economy) relative to some 
benchmark, such as the long-term trend in output. While using a variety of 
methods to quantity these output losses, the studies generally have found 
the losses from past financial crises to be very large. Some of these 
studies also analyze changes in unemployment, household wealth, and 
other economic indicators to show the effects of the crises at a more 
granular level. In addition, some studies use measures of fiscal costs — 
such as increases in government debt— to analyze the losses associated 
with financial crises. In the following section, we review what is known 
about the losses associated with the recent financial crisis based on 
these measures. 


Studies Generally Find 
That the Recent Crisis Was 
Associated with Large 
Losses in Economic 
Output, but Estimates of 
Such Losses Vary and 
Depend on Several 
Assumptions 


The 2007-2009 financial crisis, like past financial crises, was associated 
with not only a steep decline in output but also the most severe economic 
downturn since the Great Depression of the 1930s (see fig. 1). According 
to a study, in the aftermath of past U.S. and foreign financial crises, 
output falls (from peak to trough) an average of over 9 percent and the 
associated recession lasts about 2 years on average.^® The length and 
severity of this economic downturn was roughly consistent with the 
experience of past financial crises. The U.S. economy entered a 
recession in December 2007, a few months after the start of the financial 
crisis.^^ Between December 2007 and the end of the recession in June 
2009, U.S. real gross domestic product (GDP) fell from $13.3 trillion to 
$12.7 trillion (in 2005 dollars), or by nearly 5 percent. As shown in figure 
1 , real GDP did not regain its pre-recession level until the third quarter of 
2011 . 


^^Carmen M. Reinhart and Kenneth S. Rogoff, The Aftermath of Financial Chses, National 
Bureau of Economic Research. Working Paper 14656 (Cambridge, MA: January 2009). 

^‘‘Recessions mark a distinct phase of the overall business cycle, beginning with a 
business cycle "peak" and ending with a business cycle “trough." Between trough and 
peak the economy is in an expansion. The National Bureau of Economic Research 
identifies dates for national recessions, which can vary in overall duration and magnitude. 
The National Bureau of Economic Research is a private, nonprofit, nonpartisan research 
organization dedicated to promoting a greater understanding of how the economy works. 
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Figure 1: U.S. Real Gross Domestic Product in 2005 Dollars and Recession Periods, First Quarter 1947 through Third Quai^r 

2012 

GDP (ifi bilitons of chained 2005 dollars) 



};; PsrioiJ of fecasaon 

Souros; GWO arialys>s of 8u»«ag of ecooorrtc Afia>y*» and Malionel Suwey of EeonoptSc ResoatcJi data. 


Although the decline in the U.S. economy’s real GDP during the 
recession may reflect some of the losses associated with the 2007-2009 
financial crisis, the decline does not capture the cumulative losses from 
the crisis. To quantify the overall losses associated with past financial 
crises, researchers have estimated output losses as the cumulative 
shortfall between actual GDP and estimates of what GDP would have 
been if the crisis had not occurred. Measuring the shortfall in GDP in the 
aftermath of a crisis requires making a number of assumptions, and the 
measurement will vary depending on what assumptions are used. Figure 
2 provides two examples to show how estimates of output losses vary 
depending on the assumptions used. The output shortfall is shown in the 
shaded areas of the two examples, with the output shortfall larger in 
example 2 than in example 1 . Important assumptions include the 
following: 

. Start date of the crisis: The first assumption involves selecting the 
date when the crisis began. The start date is shown as the vertical line 
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in examples 1 and 2 and is assumed to be the same. However, 
researchers have used different assumptions to select the start date 
of the 2007-2009 financial crisis.^'^ 

• The path real GDP would have followed if the crisis had not 
occurred; The second assumption involves estimating the 
counterfactual for the path of GDP — that is, the path that real GDP 
would have followed in the absence of a crisis. “ This counterfactual is 
not observable. Studies have used different assumptions to estimate 
this path and one approach is to assume that this path would follow a 
precrisis trend in real GDP growth. For example, one study estimated 
trend output paths based on average GDP growth for the three years 
and ten years before the crisis. In figure 2, example 1 assumes a 
much lower (or less steep) trend rate of GDP growth than example 2. 
Assuming a higher growth trend results in a larger estimate of output 
losses. 

• Projections of actual GDP: The third assumption involves 
determining when GDP regained or will regain its estimated precrisis 
trend path. With respect to the recent crisis, some studies find that 
real GDP remains below the estimated preorisis trend. Researchers 
reach different conclusions about when or whether GDP will regain its 
long-tenn trend from before the crisis. Assumptions about the path of 
actual GDP and how it compares to the potential trend path can 
reflect different views on whether the output losses from the crisis are 
temporary or permanent. In contrast to example 1 , where the 
economy regains its precrisis growth rate and level of output, example 
2 assumes the economy regains its precrisis rate of output growth but 
remains permanently below the level of output projected by 
extrapolating the precrisis growth trend. As a result, output losses in 
example 2 extend farther into the future and are considerably larger 


^^lUany researchers identify August 2007 as the start of the recent financial crisis, when 
strains appeared in interbank lending markets, but others date the start of the crisis to late 
2008, when strains in credit markets intensified and led to the failure or near failure of a 
number of large financial institutions. 

^®Cecchett! et al measure output tosses by comparing postcrisis levels of GDP w/ith the 
level of GDP at the onset of the crisis. However, this measure does not account for any 
growth in GDP that would have been expected to occur in the absence of a crisis. See 
Stephen G. Cecchetti. Marion Kohler, and Christian Upper. Financial Crises and 
Economic activity. National Bureau of Economic Research. Working Paper 1 5379 
(Cambridge, MA; September 2009). 


Page 14 


GAO-13-180 Financial Regulatory Reform 



419 


than in example 1 . Some studies describe reasons why financial 
crises could be associated with permanent output losses. For 
example, sharp declines in investment during and following the crisis 
could result in lower capital accumulation in the long-term. In addition, 
persistent high unemployment could substantially erode the skills of 
many U.S. workers and reduce the productive capacity of the U.S. 
economy. 


Figure 2 : Examples Illustrating Sensitivity of Ou4>ut Loss Estimates to Key 
Assumptions 

Example 1 Example 2 

(!ow-Qrow9i iTKWi. GDP i^ains (high-growth trend. GOP does not 

prscrisis Vend tev^) regain preaisss trend level) 




GAO pfeseniation Sasel CommiCee on Banning Si^wrviaton. An Asse.tsnwnf of the Oang-Tbm Economic Impac! 

o/Sfm’fferCopriolantiLiqv’difyKeouirenvnls (Base). SwiUerland; August 3010). 

Note; Example 2 assumes a higher trend rate of GDP growth than Example 1 . resulting in a higher 
estimate of output tosses (shown as the region shaded in grey). In example 1 , GDP catches up with 
its precaisis path, while in example 2 GDP remains on a permanently lower path, albeit one with the 
same growth rate as that prevailing before the crisis. 


Research suggests that U.S. output losses associated with the 2007- 
2009 financial crisis could range from several trillion to over $10 trillion. In 
January 2012, the Congressional Budget Office (CBO) estimated that the 
cumulative difference between actual GDP and estimated potential GDP 
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following the crisis would amount to $5.7 trillion by 2018.^^ CBO defined 
potential output as the output level that corresponds to a high rate of use 
of labor and capital. CBO reported that recessions following financial 
crises, like the most recent crisis, tend to reduce not only output below 
what it otherwise would have been but also the economy’s potential to 
produce output, even after all resources are productively employed. In its 
estimate, CBO assumed that GDP would recover to its potential level by 
2018, noting that it does not attempt to predict business cycle fluctuations 
so far into the future. Other studies have reported a wide range of 
estimates for the output losses associated with past financial crises, with 
some suggesting that output losses from the recent crisis could persist 
beyond 2018 or be permanent. In an August 2010 study, a working group 
of the Basel Committee on Banking Supervision reviewed the literature 
estimating output losses.^ According to the Basel Committee working 
group’s review, studies calculating long-term output losses relative to a 
benchmark (such as an estimated trend in the level of GDP) estimated 
much larger losses than studies calculating output losses over a shorter 
time period. In a June 2012 working paper. International Monetary Fund 
(IMF) economists estimated the cumulative percentage difference 
between actual and trend real GDP for the 4 years following the start of 
individual banking crises In many countries.^® They found a median output 
loss of 23 percent of trend-level GDP for a historical set of banking crises 
and a loss of 31 percent for the 2007-2009 U.S. banking crisis. Other 
researchers who assume more persistent or permanent output losses 


2^CBO calculated this cumulative difference as the sum of Wne shortfall in output 
(compared to potential output) for each year that such a shortfall has occurred since the 
crisis began and the sum of projected shortfalls in the future— specifically, between its 
2012 estimate date and 2018, when it projected that output would regain its potential level. 
See CBO, The Budget and Economic Outlook: Fiscal Years 2012 to 2022, (Washington, 

D C.; January 2012). 

^®Basel Committee on Banking Supervision, An Assessment of the Long-Term Economic 
Impact of Stronger Capital and Liquidity Requirements, (Base!, Svsritzerland: August 2010). 
The Basel Committee on Banking Supervision (Basel Committee) seeks to improve the 
quality of banking supervision worldwide, in part by developing broad supervisory 
standards. The Basel Committee consists of central bank and regulatory officials from 
Argentina. Australia. Belgium. Brazil, Canada. China, France, Germany, Hong Kong SAR, 
India, Indonesia. Italy. Japan, Korea, Luxembourg, Mexico, the Netherlands. Russia, 

Saudi Arabia, Singapore. South Africa. Spain, Sweden, Switzerland, Turkey, the United 
Kingdom, and the United States. The Basel Committee's supervisory standards are also 
often adopted by nonmember countries. 

^®Luc Laevan and Fabian Valencia. Systemic Banking Crises Database: An Update, IMF 
Working Paper, 12/163 (Washington. D C.: June 2012). 
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from past financial crises estimate much larger output losses from these 
crises, potentially in excess of 100 percent of precrisis GDP.” While such 
findings were based on crisis events before 2007, if losses from the 2007- 
2009 crisis were to reach similar levels, the present value of cumulative 
output losses could exceed $13 trillion. 

Studies that estimate output losses can be useful in showing the rough 
magnitude of the overall costs associated with the 2007-2009 financial 
crisis, but their results have limitations. Importantly, real GDP is an 
imperfect proxy of overall social welfare. As discussed below, real GDP 
measures do not reveal the distributional impacts of the crisis, and the 
costs associated with a financial crisis can fall disproportionately on 
certain populations. In addition, it is difficult to separate out the economic 
costs attributable to the crisis from the costs attributable to other factors, 
such as federal government policy decisions before, during, and after the 
crisis. 


2007-2009 Crisis Was Also 
Associated with Large 
Declines in Employment, 
Household Wealth, and 
Other Economic Indicators 


While studies often use output losses to measure the overall costs 
associated with financial crises, many researchers also discuss trends in 
unemployment, household wealth, and other economic indicators, such 
as the number of foreclosures, to provide a more granular picture of the 
effects of financial crises. As with trends in output losses, it is not possible 
to determine how much of the changes in these measures can be 
attributed to the financial crisis rather than to other factors. For example, 
analyzing the peak-to-trough changes in certain measures, such as home 
prices, can overstate the impacts associated with the crisis, as valuations 
before the crisis may have been inflated and unsustainable. The effects of 
the financial crisis have been wide-ranging, and we are not attempting to 
provide a comprehensive review of all components of the economic harm. 
Rather, the following highlights some of the most common types of 
measures used by academics and other researchers. 


Unemployment 


As shown in figure 3, the unemployment rate rose substantially following 
the onset of the financial crisis and then declined, but it remains above 
the historical average as of November 2012. The monthly unemployment 
rate peaked at around 10 percent in October 2009 and remained above 8 


”See, for example, Jotrn H. Boyd, Sungkyu Kwak, and Bruce Smith, “The Rea! Output 
Losses Associated with Modern Banking Crises,” Journal of Money. Credit and Banking. 
vol. 37, no. 6 {Dec. 2005), pp. 977-999. 
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percent for over 3 years, making this the longest stretch of unemployment 
above 8 percent in the United States since the Great Depression.^’ The 
monthly long-term unemployment rate — measured as the share of the 
unemployed \who have been looking for work for more than 27 weeks — 
increased above 40 percent in December 2009 and remained above 40 
percent as of November 2012. 



Figure 3: National Unemployment Rate and Long-Term 

and Recession Periods, 1948 through November 2012 

Percentage 
12 


Unemployed as a Percentage of Labor Force, Seasonally Adjusted, 


Persistent, high unemployment has a range of negative consequences for 
individuals and the economy. First, displaced workers — those who 


^’Persons considered to be marginally attached to the labor force and persons who were 
employed part time for economic reasons are not counted as unemployed persons in the 
Bureau of Labor Statistics’ (BLS) calculation of the unemployment rate. BLS considers 
workere want work and are available for worti but who did not actively seek work in 
the past month as marginally attached to the labor force. BLS defines persons employed 
part time for economic reasons as Oiose who want and are available for full-time work but 
have had to seffle for a part-time schedule. As of November 2012, total unemployed 
persons plus these two groups— marginally attached persons and persons working part- 
time for economic reasons — represented 14,4 percent of the labor force plus those 
marginally attached to the labor force. 
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permanently lose their Jobs through no fault of their own — often suffer an 
initial decline In earnings and also can suffer longer-term losses in 
earnings.^ For example, one study found that workers displaced during 
the 1982 recession earned 20 percent less, on average, than their 
nondisplaced peers 15 to 20 years iater.^^ Reasons that unemployment 
can reduce future employment and earnings prospects for Individuals 
include the stigma that some employers attach to long-term 
unemployment and the skill erosion that can occur as individuals lose 
familiarity with technical aspects of their occupation. Second, research 
suggests that the unemployed tend to be physically and psychologically 
worse off than their employed counterparts. For example, a review of 1 04 
empirical studies assessing the impact of unemployment found that 
people who lost their job were more likely than other workers to report 
having stress-related health conditions, such as depression, stroke, heart 
disease, or heart attacks.^ Third, some studies find negative outcomes 
for health, earnings, and educational opportunities for the children of the 
unemployed. Fourth, periods of high unemployment can impact the 
lifetime earnings of people entering the workforce for the first time. For 
example, one study found that young people who graduate in a severe 
recession have lower lifetime earnings, on average, than those who 
graduate In normal economic conditions.^® in prior work, we reported that 
long-term unemployment can have particularly serious consequences for 
older Americans (age 55 and over) as their job loss threatens not only 
their immediate financial security but also their ability to support 


^^Chaoges in workers’ earnings provide a rough pro)(y for changes in their knowledge and 
skills obtained through education and experience— or what is referred to as their “human 
capitat." The decline in earnings for some workers foitowing the crisis could in part reftect 
other factors, such as their inability to continue working in an industry or occupation where 
employment has fallen as a result of changes in markets or technologies. 

^^Tlll von Wac^ter, Jae Song, and Joyce Manchester, "Long-term Earnings Losses Due to 
Mass Layoffs During the 1982 Recession; An Analysis Using U.S. Administrative Data 
from 1974 to 2004” (paper presented at the Institute for the Study of Labor / Centre for 
Economic Policy Research, 1 1''’ Symposium in Labour Economics in Such, Ammersee, 
Sept. 17-19, 2009). 

^McKee-Ryan et al., ‘Psychological and Physical Well-Being During Unemployment: A 
Meta-Analytic Study,” Journal of Applied Psychology, vol. 90, no. 1 (January 2005), 53-76. 

®®Lisa B. Kahn, "The Long-Tenn Labor Market Consequences of Graduating from College 
in a Bad Economy,” Labour Economics, vol. 17. no. 2 (Apr. 2010), 303-316. 
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themselves during retirement.^ Persistent high unemployment can also 
increase budgetary pressures on federal, state, and local governments as 
expenditures on social welfare programs increase and individuals with 
reduced earnings pay less in taxes. 

Household Wealth and Asset According to the Federal Reserve’s Survey of Consumer Finances. 

median household net worth fell by $49,100 per family, or by nearly 39 
percent, between 2007 and 2010. The survey found that this decline 
appeared to be driven most strongly by a broad collapse in home prices. 
Another major component of net worth that declined was the value of 
household financial assets, such as stocks and mutual funds. Economists 
we spoke with noted that precrisis asset prices may have reflected 
unsustainably high (or “bubble”) valuations and it may not be appropriate 
to consider the full amount of the overall decline in net worth as a loss 
associated with the crisis. Nevertheless, dramatic declines in net worth, 
combined with an uncertain economic outlook and reduced job security, 
can cause consumers to reduce spending. Reduced consumption, all else 
equal, further reduces aggregate demand and real GDP. 

As we reported in June 2012, decreases in home prices played a central 
role in the crisis and home prices continue to be well below their peak 
nationwide.^^ According to CoreLogic’s Home Price Index, home prices 
across the country fell nearly 29 percent between their peak in April 2006 
and the end of the recession in June 2009 (see fig. 4).^® This decline 
followed a 10-year period of significant home price growth, with the index 
more than doubling between April 1996 and 2006. Since 2009, home 
prices have fluctuated. 


®®GAO, Unemployed Older Workers: Many (Experience Challenges Regaining 
Employment and Face Reduced Retirement Security, GAO-12-445 (Washington, D.C.; 
Apr. 25. 2012). 

®^GAO, Foredosure Mitigation: Agencies Could Improve Effectiveness of Federal Efforts 
with Additional Data Collection and Analysis, GAO-12-296 (Washington, D.C.: June 28, 
2012 ). 

®®The CoreLogic Index, like ottiw house price indexes, measures house price changes in 
a geographic area based on sales of the same properties at different points in time. The 
use of repeat transactions on the same homes helps to control for differences in the 
quality of the houses in die data. The CoreLogic index is based on all usable transactions 
from CoreLogic’s public record, servicing, and securities databases of single family 
attached and detached homes with all types of financing, including prime and nonprime 
loans. 
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Figure 4; Home Prices and Recession Periods, January 1976 through June 2011 


Home price index 



Year 



Source: Cor^Q^ Home Price Irvdex, Kaiiomii Burasu of Ccononiic Research 


Similarly, we also reported that homeowners have lost substantial equity 
in their homes, because home values have declined faster than home 
mortgage debt.®* As shown in figure 5, households collectively lost about 
$9.1 trillion (in constant 201 1 dollars) in national home equity between 
2005 and 2011, In part because of the decline in home prices.'*® Figure 5 
also shows that between 2006 and 2007, the steep decline in home 
values left homeowners collectively holding home mortgage debt in 
excess of the equity in their homes. This is the first time that aggregate 
home mortgage debt exceeded home equity since the data were kept in 
1 945. As of December 201 1 , national home equity was approximately 
$3.7 trillion less than total home mortgage debt. 


®*See GAO-12-296. 

*®National hwne equity is the difference behween aggregate home value and aggregate 
home mortage d^t, which is a measure of the value of household-owned real estate 
debt. 
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Figure 5: Value of Home Equity and Aggregate Mortgage Debt and Recession Periods, 1945 through 2011 


Dollar in trillions 



Year «• 

^jgregate martga^ debt 

"■ Home equity 
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Economic Reseereh 

Note: in 201 1 constant dollars. 

Declines in the value of household investments in stocks and mutual 
funds also contributed to significant declines in household wealth after the 
crisis began. In addition to experiencing a decline in the value of their 
stock and mutual fund investments, households also experienced a 
decline in their retirement funds. As shown in figure 6, the value of 
corporate equities held in retirement funds dropped sharply in late 2008. 
While equity prices and the value of retirement fund assets generally 
have recovered since 2009, investors and pension funds that sold assets 
at depressed prices experienced losses. For example, officials from a 
large pension fund told us that they were forced to sell equity securities at 
depressed prices during the crisis to meet their liquidity needs. Experts 
have different views on how the crisis may have changed investors’ 
attitudes towards risk-taking. To the extent that investors are more risk 
averse and demand higher returns for the risks associated with certain 
investments, businesses could face increased funding costs that could 
contribute to slower growth. 
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Figure 6: Aggregate Value of Corporate Equities Held in Retirement Funds, 
December 31 , 2000, through December 31 , 201 1 
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Note: This figure includes corporate equities held directly or indirectly through private pension funds 
and federal, state, and local retirement funds. 

Foreclosures 2006. the percentage of loans in default or in foreclosure began to 

increase (see fig. T).**’ As we previously reported, a number of factors 
contributed to the increase in loan defaults and foreclosures, Including a 
rapid decline in home prices throughout much of the nation and weak 
regional labor market conditions in some states where foreclosure rates 
were already elevated. During the 2007-2009 recession, the elevated 
unemployment rate and declining home prices worsened the financial 
circumstances for many families, along with their ability to make their 
mortgage payments. Foreclosures have been associated with a number 


‘^^Foreclosure is a legal process that a mortgage lender initiates against a homeowner 
\vho has missed a certain number of payments. The foreciosure process has several 
possible outccHTies but generally means that the homeowner loses the property, typically 
because it is sold to repay the outstanding debt or repossessed by the lender. The legal 
fees, fcwegone interest, property taxes, repayment of former homeowners' delinquent 
obligations, and selling expenses can make foreclosure extremely costly to lenders. 

®See GflO.12-296. 
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of adverse effects on homeowners, communities, the housing market, 
and the overall economy. Homeowners involved in a foreclosure often are 
forced to move out and may see their credit ratings plummet, making it 
difficult to purchase another home. A large number of foreclosures can 
have serious consequences for neighborhoods. For example, research 
has shown that foreclosures depress the values of nearby properties in 
the local neighborhood.'*'* Creditors, investors, and servicers can incur a 
number of costs during the foreclosure process (e.g., maintenance and 
local taxes) and a net loss, if there is a shortfall between the ultimate 
sales price and the mortgage balance and carrying costs. Large numbers 
of foreclosures can significantly worsen cities’ fiscal circumstances, both 
by reducing property tax revenues and by raising costs to the local 
government associated with maintaining vacant and abandoned 
properties. 


'*^See, for example, GAO, Vacant Properties: Growing Number Increases Communities' 
Costs and Challenges. GAO-12-34 (Washington, D.C.; Nov. 4, 2011). 

'**See, for example. Brian A. Mikeibank, “Spatial Analysis of the impact of Vacant, 
Abandoned and Foreclosed Properties,” study conducted for the Office of Community 
Affairs, Federal Reserve Bank of Cleveland, 2008; and Kai-yan Lee, “Foreclosure’s Price- 
Depressing Spfltover Effects on Local Properties; A Literature Review" {Community Affairs 
Discussion Paper, Federal Reserve Bank of Boston, 2008). 
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Figure 7: Percentage of Loans in Defeult 90 Da^ or More or in Foreclosure and Recession Periods, March 1979 ttirough 

September 2012 
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Federal, State, and Local 
Governments Have Faced 
Increased Fiscal 
Challenges Since the Start 
of the 2007-2009 Financial 
Crisis 


Some studies consider measures of fiscal costs — such as increases in 
federal government debt — when analyzing the losses associated with 
financial crises. Like past financial crises, the 2007-2009 financial crisis 
has been associated with large increases in the federal government’s 
debt and heightened fiscal challenges for many state and local 
governments. Factors contributing to these challenges include decreased 
tax revenues from reduced economic activity and increased spending 
associated with government efforts to mitigate the effects of the 
recession. 
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Federal Government’s Fiscal work, we have reported that the economic downturn and the 

Challenges federal government's response caused budget deficits to rise in recent 

years to levels not seen since World War I!.'*® While the structural 
imbalance between spending and revenue paths in the federal budget 
predated the financial crisis, the size and urgency of the federal 
government’s long-term fiscal challenges increased significantly following 
the crisis’s onset. From the end of 2007 to the end of 201 0, federal debt 
held by the public increased from roughly 36 percent of GDP to roughly 
62 percent. Key factors contributing to increased deficit and debt levels 
following the crisis included (1) reduced tax revenues, in part driven by 
declines in taxable income for consumers and businesses: (2) increased 
spending on unemployment insurance and other nondiscretionary 
programs that provide assistance to individuals impacted by the 
recession: (3) fiscal stimulus programs enacted by Congress to mitigate 
the recession, such as the American Recovery and Reinvestment Act of 
2009 (Recovery Act);^® and (4) increased government assistance to 
stabilize financial institutions and markets. 

While deficits during or shortly after a recession can support an economic 
recovery, increased deficit and debt levels could have negative effects on 
economic growth. For example, rising federal debt can “crowd out” private 
investment in productive capital as the portion of savings that is used to 
buy government debt securities is not available to fund such investment. 
Lower levels of private investment can reduce future economic growth. In 


^®GAO. The Federal Government's Long-Term Fiscal Outlook: January 201 1 Update, 
GAO-11-451SP (Washington, D.C.; Mar. 18, 2011). For the most recent update, see 
GAO. The Federal Government's Long-Term Fiscal Outlook: Fall 2012 Update, 
GAO-13-148SP (Washington. D C.: Dec. 3, 2012). 

^®Pub. L No. 111-5, l23Stat. 115(2009). The federal government’s largest response to 
the recession to date came in early 2009 with the passage of the Recovery Act. Fiscal 
stimulus programs are Intended to increase aggregate demand — the spending of 
consumers, business firms, and governments — and may be either automatic or 
discretionary. Unemployment Insurance, the progressive aspects of the tax code, and 
other fiscal stabilizers provide stimulus automaticaliy by easing pressure on household 
incomes as economic conditions deteriorate. Discretionary fiscal stimulus, sudi as that 
provided by fite Recovery Act, can take the form of tax cuts for households and 
businesses, transfers to individuals, grants-in-aid to state and local governments, or direct 
federal spending. In response, households, businesses, and governments may purchase 
more gocKis and serwces than they would have otherwise, and governments and 
businesses may refrain from planned workforce cuts or even hire additional workers. 

Thus, fiscal stimulus may lead to an overall, net increase in national employment and 
output. 
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addition, increased debt increases the amount of interest the government 
pays to its lenders, all else equal. Policy alternatives to offsetting 
increased interest payments include increasing tax rates and reducing 
government benefits and services, which also can reduce economic 
growth. Moreover, increased fiscal challenges could make the United 
States more vulnerable to a fiscal crisis should investors lose confidence 
in the ability of the U.S. government to repay its debts. Such a crisis could 
carry enormous costs because the federal government would face a 
sharp Increase in its borrowing costs. 

The following discussion focuses on the costs associated with the federal 
government’s actions to assist the financial sector. Fiscal stimulus 
programs, such as the Recovery Act. and the Federal Reserve’s 
monetary policy operations were major components of the federal 
government’s efforts to mitigate the recession that coincided with the 
2007-2009 financial crisis. However, given our focus on the Dodd-Frank 
Act reforms, the potential short-term and long-term Impacts of these 
efforts are beyond the scope of this report. Furthermore, our review did 
not consider the benefits or costs of government policy interventions 
relative to alternatives that were not implemented. 

With respect to the most significant government programs and other 
actions to assist the financial sector, the following discussion reviews (1) 
expert perspectives on how these policy responses could have reduced 
or increased the severity of the financial crisis and the associated 
economic losses; (2) the potential costs associated with increased moral 
hazard; and (3) the financial performance (including income and losses) 
of the largest of these policy Interventions. 

Federal financial regulators and several academics and other experts we 
spoke with highlighted several interventions that they maintain likely 
helped to mitigate the severity of the 2007-2009 financial crisis. These 
interventions included 

• providing emergency funding to support several key credit maricets 
through the Federal Reserve’s emergency credit and liquidity 
programs;^^ 


“’^For more information about these emergency programs, see GAO, Federal Reserve 
System; Opportunities Exist to S^ngthen Policies and Processes for Managing 
Emergency Assistance. GAO-11-696 (Washington, D.C.; July 21, 2011). 
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• extending federal government guarantees to a broader range of 
private sector liabilities through FDIC's Temporary Liquidity 
Guarantee Program (TLGP) and Treasury's Money Market Fund 
Guarantee Program; 

• recapitalizing financial firms through Treasury’s Troubled Asset Relief 
Program’s Capital Purchase Program; and 

• taking actions with respect to individual firms, such as Fannie Mae, 
Freddie Mac. American International Group (AIG), Citigroup, and 
Bank of America, to avert further destabilization of financial markets. 

Many experts maintain that these large-scale interventions, in 
combination with other government actions, such as the stress tests, 
helped to restore confidence in the financial system and bring about a 
recovery in certain private credit markets in 2009.'*® in contrast, other 
experts argue that certain federal government actions worsened, rather 
than mitigated, the severity of the financial crisis. For example, some 
experts maintain that the federal government's rescue of Bear Stearns 
but not Lehman Brothers sent a conflicting signal to the market and 
contributed to a more severe panic. Some experts also have commented 
that government assistance to the financial and housing sectors may 
have slowed the economic recovery by preventing a full correction of 
asset prices. Many experts agree that several (if not all) of the federal 
government’s policy interventions likely averted a more severe crisis in 
the short-run and that the long-term implications of these interventions 
remain to be seen. 

Experts generally agree that the government actions to assist the 
financial sector may have increased moral hazard — that is, such actions 
may have encouraged market participants to expect similar emergency 
actions in the future, thus weakening private incentives to properly 
manage risks and creating the perception that some firms are too big to 
fail. Increased moral hazard could result in future costs for the 


Febmary 2009, to help restore confidence in the financial system, Treasury 
announced the Finarv:ial Stability Plan, which established the Supervisory Capital 
Assessment Program (SCAP). SCAP. as implemented by the Federal Reserve and other 
federal banking regulators, was to determine through a stress test whether Uie largest 19 
U.S. bank holding companies had enough capital for the next 2 years (2009-2010) to 
support tfieir lending activities and survive a second similar economic shod<- For more 
information about the stress tests, see GAO. Troubled Asset Relief Program: Bank Stress 
Test Offers Lessons as Regulators Take Further Actions to Strengthen Supervisory 
Oversight, GAO-10-861 (Washington, D.C.: Sept, 29, 2010). 
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government if reduced private sector incentives to manage risks 
contribute to a future financial crisis. 

Although the financial performance of the federal government’s 
assistance to the financial sector can be measured in different ways, most 
of the federal government’s major programs earned accounting income in 
excess of accounting losses and the net losses for some interventions are 
expected to be small relative to the overall increase in the federal debt.'*® 
For example, the Federal Reserve reported that ail loans made under its 
emergency programs that have closed were repaid with interest and does 
not project any losses on remaining loans outstanding. Under FDiC’s 
TLGP. program participants, which included insured depository 
institutions and their holding companies, paid fees on debt and deposits 
guaranteed by the program; these fees created a pool of funds to absorb 
losses. According to FDIC data, as of November 30, 2012, FDIC had 
collected $1 1 .5 billion in TLGP fees and surcharges, and this amount is 
expected to exceed the losses from the program.®^ in contrast. Treasury’s 
investments in Fannie Mae and Freddie Mac under the Senior Preferred 
Stock Purchase Agreements program represent the federal government’s 
single largest risk exposure remaining from its emergency actions to 
assist the financial sector.®’ Cumulative cash draws by the GSEs under 
this program totaled $187.4 billion as of September 30, 2012, and 
Treasury reported a contingent liability of $316.2 billion for this program 
as of September 30, 2011.®^ As of September 30, 2012, Fannie Mae and 


^®Between September 30. 2007. and September 30, 201 1 , the gross federal debt 
increased by about $7, 1 trillion. In comparison, Fannie Mae and Freddie Mac's cumulative 
cash draws (net of dividends paid on these draws) under Treasury’s Senior Preferred 
Stock Purchase Agreements program stood at approximately $137 billion as of September 
30, 2012. Some academic studies that review Oie costs of financial crises have found that 
costs associated with rescuing financial institutions are generally small relative to overall 
crisis costs. See, for example, Reinhart and Rogoff (2009), 

®°As of December 31. 2011, FDIC estimated losses of $2.2 billion on TLGP guarantees of 
deposits and reported that it had paid or accrued $152 million in estimated losses resulting 
from TLGP debt guarantees. 

®’Under the Senior Prefeired Stock Purchase Agreements program, Treasury has made 
funding advances to Fannie Mae and Freddie Mac to ensure that they have sufficient 
assets to support their liabilities. 

®^This accrued contingent liability is based on the projected draws from Treasury under 
the Senior Preferred Stock Purchase Agreements program, it is undiscounted and does 
not take into account any of the offeetfing dividends which may be received as a result of 
those draws. 
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Freddie Mac had paid Treasury a total of $50.4 billion in dividends on 
these investments.®® The amount that Treasury will recoup from these 
investments Is uncertain. Table 2 provides an overview of Income and 
losses from selected federal government interventions to assist the 
financial sector. 

Table 2: Overview of Income and Losses for Selected Federal Government Interventions to Assist the Financial Sector during 
the 2007-2009 Financial Crisis 

Program or Type of Assistance 

Dollar Amount 

Accounting Income / Losses 

Programs with Broad^ased Etigibility 

Federal Reserve System’s emergency 
credit and liquidity programs® 

> $1 trillion ^ak loans 
outstanding^ 

Approximately $19.7 billion in gross interest and fee 
income as of June 30, 2012, according to estimates 
published on the Federal Reserve Bank of New York's 
(FRBNY) website.® The Federal Reserve has reported no 
losses on the programs that have closed. FRBNY projects 
that the remaining facility with loans outstanding will not 
incur losses. 

FDiC’s Temporary Liquidity Guarantee 
Program 


Over $1 1 billion in total fee income is expected to exceed 
projected losses of around $2.4 billion. 

. Debt Guarantee Program (DGP) 

Approx. $345.0 billion (peak 
debt guaranteed) 

All debt guaranteed by DGP was scheduled to mature by 
the end of 2012. FDIC collected $10.4 billion in DGP 

Income from fees and surcharges. As of Dec. 31 , 201 1 , 

FDIC reported estimated DGP losses of $152 million and 
projected that it would pay $682 thousand in interest 
payments on defaulting DGP-guaranteed notes in 2012. 

• Transaction Account Guarantee 
Program (TAGP) 

Approx. $834.5 billion (peak 
deposits guaranteed) 

TAGP closed on Dec, 31, 2010. FDIC collected $1,2 billion 
in fees. Cumulative estimated losses totaled $2.2 billion as 
of Dec. 31.2011. 

Treasury's Guarantee Program for Money 
Market Funds 

> $3 trillion money market 
fund shares guaranteed at 
$1 per share 

$1.2 billion of fee income and no losses. The program 
dosed on Sept. 18, 2009. 

Treasury’s Capita! Purchase Program 
(CPP)" 

$204.9 billion disbursed 

As of Oct. 31, 2012, Treasury had received almost $220 
billion from its CPP investments, exceeding the $204.9 
billion it disbursed. Of that disbursed amount, $8.3 billion 
remained outstanding as of Oct. 31. 2012. As of Sept. 30, 
2012, Treasury estimated that CPP would have a lifetime 
income of approximately $14.9 billion after all institutions 
exit the program. 


®^Under the current terms of ttie Senior Preferred Stock Purchase Agreements program, 
Fannie Mae arid Freddie Mac must pay out all of their quarterly profits (if any) to Treasury. 


Page 30 


GAO-13-180 Financial Regulatory Refomi 




435 


Program or Type of Assistance 

Dollar Amount 

Accounting Incrnne / Losses 

Assistance to Individual Institutions 

Fannie Mae and Freddie Mac (Treasury) 

$1 87.4 twllion drawn fiwn 
Treasury as of Sept 

2012 

$316.2 billion contingent liability reported as of Sept. 30, 
2011. which is based on the value of projected investments 
in the GSEs as of this date. 

American International Group, Inc. (AIG) 
(Treasury and Federal Reserve System)® 

$182 billion peak 
commitment by Treasury 
and FRBNY 

$17.7 billion total net profit on all FRBNY assistance to 

AIG. FRBNY was repaid in full on ail loans it provided to 
assist AIG. 


Assistance to Bank of America 
Corporation and Citigroup, Inc. (Treasury, 
FDiC, and Federal Reserve System) 


Treasury's preferred stock investments of $20.3 billion 
were fully repaid with interest income of $0.9 billion. 
Treasury's sales of all of its AIG common stock have 
yielded total proceeds of about $51 .6 billion. Together with 
its preferred stock investments in AIG, Treasury has 
recouped the total value of its assistance extended to AIG 
with a net gain of $5.0 billion. 

$40 billion in additional 
capital ($20 billion for each 
firm) and agreements with 
regulators to protect against 
larger-ttian-expected losses 
on asset portfolios 


$4-0 billion in net income earned by Treasury on its 
investments in Bank of America Corporation and Citigroup, 
Inc. under its Targeted Investment Program. 

Bank of America Corporation and Citigroup. Inc. paid fees 
of $425 million and $50 million, respectively, to federal 
government parties to tenninate the loss sharing 
agreements, and government parties received $5.3 billion 
in Citigroup preferred stock. 


Source: GAO presentabon of irifonnalion from FdC. Federtf Reserve System, aod Treasury documents. 


Note; The financi^ perfoimance of these programs can be measured in different ways. Accounting 
measures of financial performance have limitations. For example, they do not capture information 
about whether the interest, dividend, or other income the federal government received provided 
appropriate comper^ation for the risks it assumed. 


’The Federal Reserve System consists of the Board of Governors of the Federal Reserve System 
(Federal Reserve)— a federal agency— arxJ 12 regional Reserve Banks. The Federal Reserve Bank 
of New York operated most of the Federal Reserve System's emergency programs. For more 
information about these emergency programs, see GAO. Federal Reserve System: Opportunities 
Exist to Strengthen Policies and Processes for Managing Emergency Assistance, GAO-1 1-696 
(Washington. D.C.: Jiriy 21 . 201 1). 

“Total lending under these emergency programs peaked at over $1 trillion in December 2008. 

“This estimate includes income from the broad-based emergency programs authorized under Section 
13(3) of the Federal Reserve Act. the Term Auction Facility, and the swap lines with foreign central 
banks. See Fleming. "Federal Reserve Liquidity Fadlities Gross $22 Billion fOr U.S. Taxpayers", 
accessed December 17, 2012. httD://llbertvstfeetecDnQmics.newvorkfed orQ/2012/1 1/federal-reserve- 
liquiditv-fadlilies-qros5-22-billion-for-us-taxoavers.html . 

“Created in 2008. the Capital Purchase Program was the primary initiative under the Troubled Asset 
Relief Program to help stabilize the fir»and3i markets and banking system by providing capital to 
qualifying regulated financial institutions 9irough the purchase of senior preferred shares and 
subordinated debt. 

*For more information about the assistance to AIG. see GAO, Troubled Asset Relief Program. 
Governmer^'s Exposure to AIG Lessens as Equity Investments Are Sold, GAO-1 2-574 (Washington, 
D.C.:May7. 2012). 
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State and Local Governments P^’^r work, we have described how the national recession that 

coincided v«th the 2007-2009 financial crisis added to the fiscal 
challenges facing the state and local sectors.®'* Declines in output, 
income, and employment caused state and local governments to collect 
less revenue at the same time that demand for social welfare services 
they provide was increasing. During the most recent recession, state and 
local governments experienced more severe and long-lasting declines in 
revenue than in past recessions. Because state governments typically 
face balanced budget requirements and other constraints, they adjust to 
this situation by raising taxes, cutting programs and services, or drawing 
down reserve funds, all but the last of which amplify short-term 
recessionary pressure on households and businesses. Local 
governments may make similar adjustments, unless they can borrow to 
make up for reduced revenue. The extent to which state and local 
governments took such actions was impacted by the federal 
government’s policy responses to moderate the downturn and restore 
economic growth. Under the Recovery Act, the federal government 
provided $282 billion in direct assistance to state and local governments 
to help offset significant declines in tax revenues. 

States have been affected differently by the 2007-2009 recession, For 
example, the unemployment rate in individual states Increased by 
between 1.4 and 6.8 percentage points during the recession, Recent 
economic research suggests that while economic downturns within states 
generally occur around the same time as national recessions, their timing 
and duration vary. States’ differing characteristics, such as Industrial 
structure, contribute to these differences in economic activity. 

Declines in state and local pension asset values stemming from the 2007- 
2009 recession also could affect the sector’s long-term fiscal position. In 
March 2012, we reported that while most state and local government 
pension plans had assets sufficient to cover benefit payments to retirees 
for 3 decade or more, plans have experienced a growing gap between 
assets and liabilities.®® In response, state and local governments have 


®'*GAO. State and Local Governments: Knowledge of Past Recessions Can Inform Future 
Federal Fiscal Assistance, GAO-11-401 (Washington, D.C,: Mar. 31, 2011). 

®®GAO, State and Local Government Pension Plans: Economic Downturn Spurs Efforts to 
Address Costs and Sustainability, GAO-12-322 (Washington, D.C.: Mar. 2, 2012). 
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begun taking a number of steps to manage their pension obligations, 
including reducing benefits and increasing member contributions. 


The Dodd-Frank Act 
May Enhance 
Financial Stability and 
Provide Other 
Benefits, with the 
Extent of the Benefits 
Depending on a 
Number of Factors 


The Dodd-Frank Act contains several provisions that may benefit the 
financial system and the broader economy, but the realization of such 
benefits depends on a number of factors. Our review of the literature and 
discussions with a broad range of financial market regulators, 
participants, and observers revealed no clear consensus on the extent to 
which, if at all, the Dodd-Frank Act will help reduce the probability or 
severity of a future crisis. Nevertheless, many of these experts identified a 
number of the same reforms that they expect to enhance financial 
stability, at least in principle, and help reduce the probability or severity of 
a future crisis. At the same time, such experts generally noted that the 
benefits are not assured and depend on, among other things, how 
regulators implement the provisions and whether the additional 
regulations result in financial activity moving to less regulated institutions 
or markets. Several experts also commented that the act also could 
enhance consumer and investor protections. While estimating the extent 
to which the act may reduce the probability of a future crisis is difficult and 
subject to limitations, studies have found statistical evidence suggesting 
that certain reforms are associated with a reduction in the probability of a 
crisis. 


Several Dodd-Frank 
Provisions May Help 
Reduce the Probability or 
Severity of a Future Crisis, 
but Uncertainty Exists 
about Their Effectiveness 


Through our review of the literature and discussions with a broad range of 
financial market regulators, academics, and industry and public interest 
group experts, we found no clear consensus on the extent to which, if at 
all, the Dodd-Frank Act will help reduce the probability or severity of a 
future financial crisis. However, representatives of these groups identified 
many of the same provisions in the act that they expect to enhance 
financial stability, at least in principle, and help reduce the probability or 
severity of a future crisis. These provisions include the following: 


• Creation of FSOC and OFR: The act created FSOC and OFR to 
monitor and address threats to frnancial stability. 

. Heightened prudential standards for systemically important 
financial institutions (SIFI): The act requires that all SIFIs be 
subjected to Federal Reserve supervision and enhanced capital and 
other prudential standards. SIFIs include bank holding companies with 
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$50 billion or more In total consolidated assets and nonbank financial 
companies designated by FSOC for such supervision. 

• Orderly Liquidation Authority: The act provides regulators with new 
authorities and tools to manage the failure of a large financial 
company in a way designed to avoid taxpayer-funded bailouts and 
mitigate the potential for such failures to threaten the stability of the 
financial system. 

. Regulation of swaps: The act establishes a comprehensive 
regulatory framework for swaps. 

• Mortgage-related and other reforms: The act includes provisions to 
modify certain mortgage lending practices, increase regulation of 
asset-backed securitizations, and restrict proprietary trading by large 
depository institutions. 

Experts had differing views on these provisions, but many expect some or 
all of the provisions to improve the financial system’s resilience to shocks 
and reduce incentives for financial institutions to take excessive risks that 
could threaten the broader economy. While acknowledging these 
potential financial stability benefits, experts generally were cautious in 
their assessments for several reasons. Specifically, the effectiveness of 
certain provisions will depend not only on how regulators implement the 
provisions through rulemaking or exercise their new authorities but also 
on how financial firms react to the new rules, including whether currently 
regulated financial activity migrates to less regulated Institutions or 
markets. In addition, a few experts with whom we spoke said that some of 
the act’s provisions could increase systemic risk and, thus, have adverse 


®®VVhile the Dodd-Frank Act does not use the term “systemicaily important financial 
institution,’ this term is commonly used by academics and other experts to refer to bank 
holding companies with J50 billion or more in total consolidated assets and nonbank 
financial cwnpanies designated by FSOC for Federal Reserve supervision and enhanced 
prudential standards. 
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effects on financial stability.*^ Further, it may be neither possible nor 
necessarily desirable for die Dodd-Frank Act or any other legislation to 
prevent all future financial crises, in part because of the tradeoff inherent 
between financial stability and economic growth. 


Creation of FSOC and OFR to 
Monitor and Address Threats to 
Financial Stability 


The 2007-2009 financial crisis highlighted the lack of an agency or 
mechanism responsible for monitoring and addressing risks across the 
financial system and a shortage of readily available information to 
facilitate that oversight.®® We reported in July 2009 that creating a new 
body or designating one or more existing regulators with the responsibility 
to oversee systemic risk could serve to address a significant gap in the 
current U.S. regulatory system.®® Before the Dodd-Frank Act’s passage, 
federal financial regulators focused their oversight more on individual 
financial firms (called microprudential regulation) and less on market 
stability and systemic risk (called macroprudential regulation). However, 
the recent crisis Illustrated the potential for one financial firm's distress to 
spill over into the broader financial system and economy. For example, 
the failures and near-failures of Lehman Brothers. AIG. Fannie Mae, 
Freddie Mac. and other large financial institutions contributed to the 
instability experienced in the financial system during the crisis. The crisis 
also illustrated the potential for systemic risk to be generated and 
propagated outside of the largest financial firms (such as by money 
market mutual funds), in part because of interconnections not only 


®^ln our March 2009 testimony on credit default swaps, we noted that no single definition 
for systemic risk exists. Traditionally, systemic risk has been viewed as the risk that ttte 
failure of one large institution would cause other institutions to fail. This micro-level 
definition is one way to think about systemic risk. Recent events have illustrated a more 
macro-level definition: the risk that an event could broadly affect the financial system 
rather than just one or a few institutions. See GAO. Systemic Risk: Regulatory Oversigtyf 
arid Recent Initiatives to Address Risk Posed by Credit Default Swaps. GAO-09-397T 
(Washington. D C.; Mar. 5. 2CX39). 

®®See. for example, Departnent of the Treasury, Financial Regulatory Reform, A New 
Foundation: Rebuilding Financial Supervision and Regulation (June 2009). 

®®See GAO, Financial Markets Regulation: Financial Crisis Highlights Need to Improve 
Oversight of Leverage at Financier Institutions and across System, GAO-09-739 
(Washington, D.C.; July 22, 2009). 
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between firms but also between markets.®° According to some academics 
and other market observers, a significant market failure revealed by the 
recent crisis was that the market did not discourage individual financial 
firms from taking excessive risks that could impose costs on others, 
including the public.®^ Such spillover costs imposed on others are known 
as negative externalities, and government intervention may be 
appropriate to address such externalities. 

The Dodd-Frank Act established FSOC to provide, for the first time, an 
entity charged with the responsibility for monitoring and addressing 
sources of systemic risk.®^ The act also created OFR to support FSOC 
and Congress by providing financial research and data.®^ FSOC is 
authorized, among other things, to 

. collect information across the financial system from member agencies 
and other government agencies, so that regulators will be better 
prepared to address emerging threats; 


®®Money market mutual funds (MMMF) are mutual funds that are registered under the 
investment Company Act of 1 940, and regulated under rule 2a-7 under that act. In 
September 2008, follovwng the failure of Lehman Brothers Inc., many MMMFs faced 
severe liquidity pressures as redemption requests from their investors increased 
significantly. Many MMMF investors became concerned about potential losses on their 
investments when they learned that the Reserve Primary Money Fund, a targe MMMF that 
suffered losses on holdings of Lehman Brothers commercial paper, 'broke the buck"— that 
is. the net asset value of the fund dropped below its target value of $1 per share. 
Regulators became concerned that these pressures on MMMFs could furttier exacerbate 
turmoil in the mailcets. The potenUal widespread failure of MMMFs threatened systemic 
financial stability, as these ^nds were significant investors in many money market 
instruments, such as financial and nonfinancial commercial paper, floating rate notes, and 
CDs. Accordingly, regulators feared fi^at a failure of the MMMF industry could have 
serious repercussions on other institutions and overall credit market conditions, as many 
businesses artd investment vehicles would have had difficulty rolling over their liabilities 
and potentially been unable to finance tfieir operations. Treasury and the Federal Reserve 
created temporary programs to assist MMMFs and reduce the likelihood that these funds 
would reduce tfieir purchases of money market instruments issued by financial institutions. 

®^See, for example. Wa! V. Acharya. Thomas Cooley, Matthew Richardson, and Ingo 
Walter, Regulating Wall Street: The Dodd-Frank Act and the New Architecture of Global 
Finance (Hc^ken, NJ; John Wiley & Sons. Inc., 2011). 

®^The provisims of the Dodd-Frank Act dealing with FSOC are contained primarily in 
subtitle A of title I. §§ 111-123, codified a\ 12 U.S.C. §§ 5321-5333 and title Vill, codified 
at 12 U.S.C. §§ 5461-5472. 

®®The prowsiOTS of the Dodd-Frank Act dealing with OFR are contained primarily in 
subtitle B of title I, §§ 151-156, codified at 12 U.S.C. §§ 5341-5346. 
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• designate certain nonbank financial companies for supervision by the 
Federal Reserve and subject them to enhanced prudential standards: 

• designate as systemlcally important certain financial market utilities 
and payment, clearing, or settlement activities, and subject them to 
enhanced regulatory oversight; 

• recommend stricter standards for the large, interconnected bank 
holding companies and nonbank financial companies designated for 
enhanced supervision; 

• vote on any determination by the Federal Reserve that action should 
be taken to break up a SIFI that poses a “grave threat” to U.S. 
financial stability; 

• facilitate information sharing and coordination among the member 
agencies to eliminate gaps in the regulatory structure: and 

• make recommendations to enhance the integrity, efficiency, 
competitiveness, and stability of U.S. financial markets, promote 
market discipline, and maintain Investor confidence. 

Financial market regulators, academics, and industry and public interest 
groups with whom we spoke generally view the creation of FSOC and 
OFR as positive steps, in principle, to address systemic risk and help 
identify or mitigate a future crisis for several reasons. First, FSOC and its 
member agencies now have explicit responsibility for taking a 
macroprudential approach to regulation, along with tools and authority to 
help identify and address threats to the financial stability of the United 
States. For example, certain nonbank financial companies posed 
systemic risk during the crisis but were subject to less regulation than 
bank holding companies. To close this regulatory gap, FSOC has the 
authority to designate a nonbank financial company for supervision by the 
Federal Reserve and subject it to enhanced prudential standards, if the 
material distress of that firm could pose a risk to U.S. financial stability.®^ 
In addition, although the Dodd-Frank Act does not address all sources of 
systemic risk, the act authorizes FSOC to make recommendations to 


we previously reported, the act provided that FSOC may determine whether a 
nonbank financial ccwnpany shall be supervised by the Federal Reserve and subject to 
prudential standards if it determines that material financial distress at the nonbank 
financial company, or the nature, scope, size, scale, concentration, interconnectedness, or 
mix of the actiwties of the company, could pose a threat to the financial stability of the 
United States, The act lists specific fectors for FSOC to consider in making these 
determinations along with any other risk-related factors it deems appropriate. Bank 
holding cxwnpanies wth $50 billion or more in total consolidated assets are automatically 
subject to the Federal Reserve's enhanced supen,rtsion and prudential standards. See 
GAO-12-886 and 77 Fed. Reg. 21,637 (Apr. 11. 2012). 
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address regulatory gaps or other issues that threaten U.S. financial 
stability. For example. FSOC's 2011 and 2012 annual reports discuss 
financial stability threats not directly addressed by the Dodd-Frank Act 
(e.g., money market mutual funds, tri-party repurchase agreements, and 
the GSEs) and make recommendations to address some of them.®® 
Finally, OFR may play an Important role in gathering and analyzing data 
that FSOC and its members will be able to use to identify and address 
emerging risks to the financial system. OFR may also facilitate data 
sharing among the regulators, which may enable regulators to identify 
risks in areas emerging from beyond their immediate jurisdictions. Market 
participants also may benefit from the ability to use OFR data to analyze 
risks. 

Experts also identified a number of factors that could limit FSOC’s or 
OFR’s effectiveness. First, it is inherently challenging for a regulator to 
identify and address certain sources of systemic risk. For example, while 
asset price bubbles often become clear in hindsight, when such risks 
appear to be building, policymakers may disagree over whether any 
intervention is warranted. Second, FSOC’s committee structure cannot 
fully resolve the difficulties inherent in the existing, fragmented regulatory 
structure. For example, FSOC could encounter difficulties coming to 
decisions or advancing a reform if it faces resistance from one or more of 
its members. In addition. FSOC’s committee structure, including the 
Treasury Secretary’s role as FSOC chair, could subject FSOC’s decision 
making to political influence. According to a number of experts, 
establishing FSOC and OFR as independent entities could have better 
insulated them from political pressures that could dissuade them from 
recommending or taking actions to promote long-term financial stability, If 
such actions imposed short-term political costs. On the other hand, the 
selection of the Treasury Secretary as FSOC chair reflects the Treasury 
Secretary’s traditional role in financial policy decisions. 

In a recent report, we identified a number of potential challenges for 
FSOC, some of which are similar to those discussed above.®® Specifically, 
we noted that key components of FSOC’s mission — to identify risks to 
U S. financial stability and respond to emerging threats to stability— are 


®®Finandal Stability Oversight Courjcil, Annual Report, 2011 and 2012 (Washington, D.C,; 
July 2011 and July 2012). 

®®See GAO-12-886. 
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inherently challenging. Risks to the stability of the U.S. financial system 
are difficult to identify because commonly used indicators, such as market 
prices, often do not reflect these risks and threats may not develop in 
precisely the same way as they did in past crises. Although the act 
created FSOC to provide for a more comprehensive view of threats to 
U.S. financial stability, it left most of the pre-existing fragmented and 
complex arrangement of independent federal and state regulators in 
place and generally preserved their statutory responsibilities. Further, we 
noted that FSOC does not have the authority to force agencies to 
coordinate or adopt compatible policies and procedures. However, we 
also reported that FSOC and OFR have made progress in establishing 
their operations and approaches for monitoring threats to financial 
stability, but these efforts could be strengthened. We made 
recommendations to strengthen the accountability and transparency of 
FSOC’s and OFR’s decisions and activities as well as to enhance 
collaboration among FSOC members and with external stakeholders. In 
response to our recommendations, Treasury emphasized the progress 
that FSOC and OFR have made since their creation and noted that more 
work remains, as they are relatively new organizations. 

Heightened Capita! and Other The 2007-2009 financial crisis also revealed weaknesses in the existing 

PniHnntial Standards fnr SfFfs regulatory framework for overseeing large, interconnected, and highly 

Fruaentiai stanaara, leveraged financial institutions. Such financial firms were subject to some 

form of federal supervision and regulation, but these forms of supervision 
and regulation proved inadequate and inconsistent. For example, 
fragmentation of supervisory responsibility allowed owners of banks and 
other Insured depository institutions to choose their own regulator. In 
addition, regulators did not require firms to hold sufficient capital to cover 
their trading and other losses or to plan for a scenario in which liquidity 
was sharply curtailed. Moreover, the regulatory framework did not ensure 
that banks fully internalized the costs of the risks that their failure could 
impose on the financial system and broader economy. 

The Dodd-Frank Act requires the Federal Reserve to supervise and 
develop enhanced capital and other prudential standards for SIFIs, which 
include bank holding companies with $50 billion or more in consolidated 
assets and any nonbank financial company that FSOC designates.®' The 
act requires the enhanced prudential standards to be more stringent than 


®'Dodd-Frank Act, § 166, 124 Stal at 1423-1432, codified at 12 U.S.C. § 5365. 
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standards applicable to other bank holding companies and financial firms 
that do not present similar risks to U.S. financial stability. The act further 
allows the enhanced standards to increase in stringency based on the 
systemic footprint and risk characteristics of each firm. The Federal 
Reserve plans to implement some of its enhanced standards in 
conjunction with its implementation of Basel III, a new capital regime 
developed by the Base! Committee on Banking Supervision.®® The act’s 
provisions related to SIFIs include the following; 

• Risk-based capital requirements and leverage limits: The Federal 
Reserve must establish capital and leverage standards, which as 
proposed would include a requirement for SIFIs to develop capital 
plans to help ensure that they maintain capital ratios above specified 
standards, under both normal and adverse conditions. In addition, the 
Federal Reserve has announced its intention to apply capital 
surcharges to some or all SIFIs based on the risks SIFIs pose to the 
financial system. 

• Liquidity requirements: The Federal Reserve must establish SIFI 
liquidity standards, which as proposed would include requirements for 
SIFIs to hold liquid assets that can be used to cover their cash 
outflows over short time periods. 

• Single-counterparty credit limits; The Federal Reserve must 
propose rules that, in general, limit the total net credit exposure of a 


®®The Federal Reserve intends to satisfy some aspects of Uie Dodd-Frank Act heightened 
prudential standards rules for bank SIFIs through implementation of the Basel Committee 
on Banking Supervision standards. The Basel Committee has developed international 
standards for bank capital for its member economies since foe 1980s. The United States, 
along with nearly all ottier major economies, agree to comply with international capital 
standards. Over the past few years, U.S. federal banking regulators have wof1<ed with 
other members of the Basel Committee to strengthen the regulatory capital regime for 
internationally active banks and develop a framework for a risk-based capital surcharge 
for the world’s largest, most interconnected banking companies. The new regime, known 
as Basel HI. seeks to improve the quality of regulatory capital and introduces a new 
minimum c«xnmon equity requirement Basel lit also raises the numerical minimum capital 
requiremente and introduces capital conservation and countercyclical buffers to induce 
banking organizations to hold capital in excess of regulatory minimums. In addition. Base) 
III establishes for the first time an international leverage standard for internationally active 
banks. Federal banking regulators are working to implement the Basel ill capital reforms 
in the United States. The Federal Reserve wilt separately implement consistent capital 
and liquidity standards for nonbank financial companies designated for enhanced 
superwston by FSOC 
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SIR to any single unaffiliated company to 25 percent of its total capital 
stock and sun:}ius. 

• Risk management requirements: Publicly traded SlFIs must 
establish a risk committee and be subject to enhanced risk 
management standards. 

• Stress testing requirements: The Federal Reserve is required to 
conduct an annual evaluation of whether SlFIs have sufficient capital 
to absorb losses that could arise from adverse economic conditions.®® 

• Debt-to-equity limits; Certain SlFIs may be required to maintain a 
debt-to-equity ratio of no more than 1 5-to-1 . 

• Early remediation: The Federal Reserve is required to establish a 
regulatory framework for the early remediation of financial 
weaknesses of SlFIs in order to minimize the probability that such 
companies will become insolvent and the potential harm of such 
insolvencies to the financial stability of the United States. 

A broad range of financial market regulators, academics, and industry 
and public interest group experts generally expect the enhanced 
prudential standards to help Increase the resilience of SlFIs and reduce 
the potential for a SIFl's financial distress to spill over to the financial 
system and broader economy. Higher capital levels increase a firm’s 
resilience during times of financial stress because more capital is 
available to absorb unexpected losses. Similarly, increased liquidity (e.g., 
holding more liquid assets and reducing reliance on short-term funding 
sources) can reduce the likelihood that a firm will have to respond to 
temporary strains in credit markets by cutting back on new lending or 
selling assets at depressed prices. Increased capital and liquidity levels 
together can limit the potential for large, unexpected losses in the 
financial system to disrupt the provision of credit and other financial 
services to households and businesses, virfiich occurred in the most 
recent financial crisis. Finally, limiting counterparty credit exposures also 
can help to minimize spillover effects. 


®®Companies subject to enhanced prudential standards also must conduct annual or semi- 
annual stress tests of their own, depending on their size. 
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A number of experte viewed the act’s enhanced prudential standards for 
SIFls as particularly beneficial, because such institutions pose greater 
risks to the orderly functioning of financial markets than less systemically 
significant Institutions, and subjecting SIFls to stricter standards can 
cause them to internalize the costs of the risks they pose to the system. 
For example, the Federal Reserve Intends to issue a proposal that would 
impose capital surcharges on SIFls based on a regulatory assessment of 
the systemic risk they pose, consistent with a framework agreed to by the 
Basel Committee.^® In addition, the Dodd-Frank Act’s enhanced 
prudential standards provisions allow federal regulators to impose more 
stringent risk management standards and oversight of SIFls’ activities, 
including by conducting stress tests, to help ensure that weaknesses are 
addressed before they threaten the financial system. Experts noted that 
these stricter standards, including the surcharges, could serve as a 
disincentive to financial firms to become larger or otherwise Increase the 
risks they pose to the broader financial system. 

Despite generally supporting an increase in the capital requirements, 
experts questioned the potential effectiveness of certain aspects of the 
enhanced prudential standards for SIFls: 

• Impact on “too-big-to-faii'’ perceptions: Experts suggested that the 
market may view SIFls as too big to fail, paradoxically giving such 
firms an Implicit promise of government support if they run Into 
financial difficulties. As discussed below, perceptions that SIFls are 
too big to fail can weaken incentives for creditors to restrain excessive 
risk-taking by SIFls and could give such firms a funding advantage 
over their competitors. However, others noted that the heightened 
standards were specifically designed to address these issues and 
view the act as explicitly prohibiting federal government support for 
SIFls. For example, the act revises the Federal Reserve Act to 
prohibit the Federal Reserve from providing support to individual 
Institutions in financial distress and, as discussed below, the act 
creates a new option for liquidating such firms. 


^°See 77 Fed. Reg. 594 (Jan. 5. 2012)-The Basel Committee has reached agreement on 
a framewDrk for capital surcharges on global systemically important banking organizations 
that would inoease their capital requirements by 1 to 2.5 percentage points, depending on 
their glotef systemic footprint In its enhanced prudential standards proposal, the Federal 
Reserve announced its intention to issue a proposal implementing capital surcharges in 
the United States along the international timeline and in line with the framework developed 
by the Basel Committee. 
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• Limits of Basel approach to capital standards: The Federal Reserve 
will base its enhanced regulatory capital standards, in part, on Basel’s 
approach, v^ich several experts view as having limitations. They 
recognized that the Basel III standards address some of the 
limitations Uiat the financial crisis revealed in the regulatory capital 
framework, but maintain that Basel III continues to place too much 
reliance on risk-based approaches to determining capital adequacy.^^ 
During the 2007-2009 crisis, some banks experienced capital 
shortages, in part because they suffered large losses on assets that 
were assigned low risk weights under Basel’s standards but posed 
greater risk than their risk weights. The Basel ill framework will 
increase risk weights for certain asset classes — and includes a 
leverage ratio as a safeguard against inaccurate risk weights — but 
experts noted that the potential remains for financial institutions to 
“game" the Basel risk weights by increasing holdings of assets that 
carry risk-weights that are lower than their actual risks. In addition, 
some experts maintain that the Basel standards overall may not 
provide a sufficient buffer to protect firms during times of stress. 
However, one regulator noted that the leverage ratio, and the higher 
requirements for common equity and tier 1 capital called for in the 
Basel ill standards, represent a significant tightening of capital 
regulation (in combination with the imposition of some higher risk 
weights and better quality of capital). 

Implementation of these SIFI provisions is ongoing, in January 2012, the 
Federal Reserve proposed rules to implement the enhanced prudential 
standards, but has not yet finalized all of these rules.^^ In addition, the 
Federal Reserve and other federal prudential regulators are continuing to 


Regulators generally require that banks maintain certain ratios of capital as a share of 
assets to ensure that they have sufficient capital to absorb losses. Under the Basel 
approaches, banks may weight certain assets based on their risks, and use these risk- 
weighted assets to calculate their capital adequacy ratios. 

January 5, 2012, the Federal Reserve published proposed rules to strengthen 
regulation and supervision of large bank holding companies and systemicaily important 
nonbank financial companies. Tbe proposal includes a wde range of measures 
addressing issues such as capHtal. liquidity, credit exposure, stress testing, risk 
management, and early remediation requirements. See 77 Fed. Reg. 594. The rules 
concerning stress testing have been finalized. 77 Fed. Reg. 62,378 (Oct, 12, 2012); 77 
Fed, Reg. 62,3^ (Oct, 12. 2012). The Federal Reserve has also published a proposed 
rule for large fixeign banking organizations and foreign nonbank financial companies 
supervised by the Federal Reserve. 77 Fed. Reg. 76,628 (Dec. 28. 2012). 
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work to implement Basel 1117^ As of December 2012 FSOC had not yet 
designated any nonbank financial companies for Federal Reserve 
supervision; the Federal Reserve vwll subsequently be responsible for 
developing rules for the heightened capital and other prudential standards 
for these entities/^ 

Ordorlv Aiithoritv Faced with the impending failure of a number of large financial companies 

during the 2007-2009 financial crisis, federal financial regulators generally 
had two options: (1) allowing these companies to file for bankruptcy at the 
risk of exacerbating the crisis (e.g., Lehman Brothers) or (2) providing 
such companies with emergency funding from the government at the risk 
of increasing moral hazard (e.g., AiG). As we previously reported, 
traditional bankruptcy may not be effective or appropriate for financial 
companies for a variety of reasons.^® For example, in bankruptcy 
proceedings for companies that hold derivatives or certain other qualified 
financial contracts, creditors may terminate such contracts, even though 
creditors generally may not terminate other contracts because they are 
subject to automatic stays. Termination of derivative contracts can lead to 
large losses for the failed firm and other firms through fire sales and other 
interconnections.^® For example, the insolvency of Lehman Brothers had 
a negative effect on financial stability by contributing to a run on money 


^^The Federal Reserve, FDIC, and OCC published in the Federal Register 'm August 2012 
joint notices of proposed rulemaking to implement Basel Hi, the Standardized Approach 
for risk-based capital, and revisions to the Advanced Approaches for risk-based capital. 
See 77 Fed, Reg. 52,792 (Aug. 30. 2012); 77 Fed. Reg. 62.888 (Aug, 30, 2012); 77 Fed. 
Reg. 52.978 (Aug. 30, 2012). 

a recent report, we developed indicators to monitor changes in SIFl characteristics 
that might be suggestive of the Dodd-Frank Act’s impact on these firms. See GAO, The 
Dodd-Frank Act: Agencies' Efforts to Analyze and Coordinate Their Rules, GAO-13-101 
(Washington. D.C.: Dec. 18. 2012). 

^®GAO, Bankruptcy: Complex Financial Institutions and International Coordination Pose 
Challenges, GAO-1 1-707 (Washington, D.C.: July 19, 2011). Certain financial institutions, 
including insured depository institutions and insurance companies, may not file for 
protection under the Bankruptcy Code. Broker-dealers may qualify for liquidation, but not 
reorganization, under either the Bankruptcy Code or the Securities Investor Protection Act 
of 1970. 

^®Fire sales are the disorderly sale of assets to meet margin requirements or other urgent 
cash needs. Sudi a sudden sell-off drives down prices, potentially below their intrinsic 
value, when the quantities to be sold are large relative to the typical volume of 
transactions. 
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market mutual funds and disrupting certain swaps markets/^ Further, 
bankruptcy Is a domestic legal process that varies by jurisdiction. Thus, 
the bankruptcy of a financial company with foreign subsidiaries, such as 
Lehman Brothers, can raise difficult international coordination challenges. 

In contrast to the Lehman case, the government provided support to 
some financial firms, such as AiG, because of concerns that their failures 
would further disrupt the broader financial system. A number of experts 
maintain this government assistance increased moral hazard by 
encouraging market participants to expect similar emergency actions in 
future crises for large, interconnected financial institutions— in effect, 
reinforcing perceptions that some firms are too big to fail. The perception 
of certain firms as too big to fail weakens market discipline by reducing 
the incentives of shareholders, creditors, and counterparties of these 
companies to discipline excessive risk taking.^® For example, creditors 
and shareholders may not demand that firms they view as too big to fail 
make adequate disclosures about these risks, which could further 
undermine market discipline/® Perceptions that firms are too big to fail 
also can produce competitive distortions because companies perceived 
as ‘too big to fail’ may be able to fund themselves at a lower cost than 
their competitors. 

The Dodd-Frank Act’s Title II provides the federal government with a new 
option for resolving failing financial companies by creating a process 
under which FDIC has the authority to liquidate large financial companies, 
including nonbanks, outside of the bankruptcy process— called orderly 
liquidation authority (OLA). In general, under this authority, FDIC may be 
appointed receiver for a financial firm if the Treasury Secretary 
determines that the firm’s failure would have a serious adverse effect on 
U.S. financial stability. Under OLA, FDIC must maximize the value of the 
firm’s assets, minimize losses, mitigate systemic risk, and minimize moral 


^^Approximately 80 percent of frie derivative counterparties to Lehman’s primary U.S. 
derivatives entity terminated their contracts within 5 weeks of Lehman’s bankruptcy filing. 

^®Market discipline enables investors and other market participants to constrain the risk 
taking of financial firms by Investing in firms that they view as takirrg appropriate risks— 
and withdravwng support for firms engaging in behavior market participants view as 
excessively risky. 

^®We previously reported that for market discipline to be effective, market participants 
need access to adequate information about the institutions, and institutions need to have 
sound risk management systems in place, among other things. See GAO-09-739- 


Page 45 


GAO-13-180 Financial Regulatory Reform 



450 


hazard. OLA also establishes additional authorities for FDIC as receiver, 
such as the ability to set up a bridge financial company and to borrow 
funds from the Treasury to carry out the liquidation.®^ FDIC can 
subsequently collect funding for the OLA process from the financial 
industry after a company has been liquidated. 

A range of financial market regulators, academics, and industry and 
public interest group experts identified a number of ways in which the 
Dodd-Frank Act’s OLA provisions could help mitigate threats to the 
financial system posed by the failure of SIFIs or other large, complex, 
interconnected financial companies. First, the OLA framework may be 
effective in addressing the limitations of the bankruptcy process. For 
example, experts noted that under OLA, FDIC will be able to control the 
liquidation process and can temporarily prevent creditors from terminating 
their qualified financial contracts, the termination of which could prompt 
fire sales that could be destabilizing.®’ Second, under its rules, FDIC has 
indicated that it will ensure that creditors and shareholders of a company 
in OLA will bear the losses of the company. By helping to ensure that 
creditors and shareholders will bear losses in the event of a failure, OLA 
could strengthen incentives for creditors and shareholders to monitor 
these firms' risks. Finally, OLA could help convince market participants 
that government support will no longer be available for SIFIs, which could 
increase investors’ incentives to demand that SIFIs become more 
transparent and refrain from taking excessive risks. 


®°GAO, Bankruptcy: Agencies Continue Rulemaking for Clarifying Specific Provisions of 
Orderty Liquidation Authority, GAO-12-735 (Washington, D C.: July 12, 2012). When FDIC 
is appointed receiver of the financial company it must liquidate and wind up the affairs of 
the company, which may involve managing the assets of the company, deteimining ttie 
validity of weditor claims against Oie ccsnpany, and paying creditor claims. The act 
generally requires that ail weditors of a financial company with similar priority be treated 
similarly; however, FDIC has ttie authority to treat similarly situated creditors differently. In 
some cases, FDIC may repudiate contracts to which a financial company is a party or may 
enforce certain contracts that otherwise could have been terminated because of the 
financial company's insolvency. 

®’FDiC retrospectively examined how it could have used OLA to resolve Lehman Brothers 
Holdings Inc. and concluded it could have promoted systemic stability and made the 
shareholders and creditors, not taxpayers, bear the losses. See FDIC, "The Orderly 
Liquidation of Lehman Brothers Holdings Inc. under the Dodd-Frank Act," FDIC Quarterly, 
vol, 5. no. 1 (2011). Critics of this report have noted, among other things, that the analysis 
does not acknowledge the widespread vtreakness in financial markets that affected many 
financial institutions during the financial oisis. 
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Experts also Identified a number of potential challenges and limitations of 
OLA. OLA is new and untested, and its effectiveness in reducing moral 
hazard will depend on the extent to which the market believes FDIC will 
use OLA to make creditors bear losses of any SIFI failure. Experts 
identified a conflict between OLA’s goal of eliminating government 
bailouts on one hand and minimizing systemic risk on the other. For 
example, if FDIC imposes losses on some creditors of a failed SIFI, these 
losses could cause other SIFIs to fail.®^ In that regard, some experts 
observed that governments historically have not allowed potentially 
systemically important financial firms to fail during a crisis and question 
whether a different outcome can be expected in the future. Moreover, 
experts questioned whether FDIC has the capacity to use OLA to handle 
multiple SIFI failures, which might occur during a crisis. Another concern 
is that OLA will be applied to globally active financial institutions, and how 
FDIC and foreign regulators will handle the non-U.S. subsidiaries of a 
failed SIFI remains unclear. 

In addition, SIFIs must formulate and submit to their regulators resolution 
plans {or “living wills") that detail how they could be resolved in 
bankruptcy should they encounter financial difficulties.®^ Experts noted 
that resolution plans may provide regulators vwth critical information about 
a firm’s organizational structure that could aid the resolution process. The 
plans also could motivate SIFIs to simplify their structures, and this 
simplification could help facilitate an orderly liquidation. However, other 
experts commented that while resolution plans may assist regulators in 
gaining a better understanding of SIFI structures and activities, the plans 
may not be useful guides during an actual liquidation — in part because of 


related concern focused on whether FDIC may have the discretion to impose losses 
on creditors that might be larger than the market would expect or to pull in types of 
creditors not otherwise subject to losses under the Bankruptcy Code, if FDIC acts counter 
to the market's expectations, result could be to undermine market confidence in the 
OLA process. 

®®Dodd-Frank Act. § 165(d). 124 Stat 1426-1427, codified at 12 U.S.C. § 5365(d). As we 
previously reported (see GAO-11-707) Uiis provision requires each nonbank financial 
company supervised by the Federal Reserve and each bank holding company with total 
consolidated assets of $50 billion or more to submit periodically to the Federal Resen/e, 
FDIC, and FSOC a plan for the firm's rapid and orderly resolution in the event of material 
financial distress or failure. Such a firm also must submit a report on the nature and extent 
of credit exposures the company has to significant bank holding companies and significant 
nonbank financial firms arKJ the same types of exposures such firms have to the reporting 
firm. The Federal Reserve and FDIC have not yet finalized their joint proposed aile to 
implement &ie credit exposure reporting requirements. 
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the complex strucftjres of the institutions or because the plans may not be 
helpful during a crisis. Resolution plans also may provide limited benefits 
in simplifying firm stmctures, in part because tax, jurisdictional, and other 
considerations may outweigh the benefits of simplification. 

FDIC has finalized key OLA rules and is engaged in a continuing process 
of clarifying how certain aspects of the OLA process would work.®** For 
example, FDIC officials have clarified that the OLA process will focus on 
the holding company level of the firm, and stated that the creation of the 
bridge institution will help ensure that solvent subsidiaries may continue 
to function. In addition. FDIC and the Federal Reserve are in the process 
of reviewing the first set of resolution plans, which were submitted In July 
2012 . 

Regulation of Swaps Except for credit default swaps (CDS) — a type of derivative used to hedge 

or transfer credit risk — other over-the-counter (OTC) swaps and derivative 
contracts generally were not central to the systemwide problems 
encountered during the financial crisis, according to FSOC.®® 

Nonetheless. FSOC noted that OTC derivatives generally were a factor in 
the propagation of risks during the recent crisis because of their 
complexity and opacity, which contributed to excessive risk taking, a lack 
of clarity about the ultimate distribution of risks, and a loss in market 
confidence. In contrast to other OTC derivatives, credit default swaps 
exacerbated the 2007-2009 crisis, particularly because of AIG’s large 
holdings of such swaps, which were not well understood by regulators or 
other market participants. Furthermore, the concentration of most OTC 
derivatives trading among a small number of dealers created the risk that 
the failure of one of these dealers could expose counterparties to sudden 
losses and destabilize financial markets. While some standardized 
swaps, such as interest rate swaps, have traditionally been cleared 
through clearinghouses — which stand between counterparties in 


®^FDIC issued a final rule on July 15, 2011 (which took effect on August 15, 2011) to 
implement certain provisions to resolve covered financial companies, including (i) 
recoupment of compensation from senior executives and directors; (ii) the clarification of 
power to avoid fraudulent or preferential transfers; (iii) the priorities of expenses and 
unsecured daims; and (iv) the administrative process for initial determination of claims. 76 
Fed. Reg. 41,626. In addition, FDIC and the Federal Reserve published a final rule on 
resolution plans on November 1, 2011. 76 Fed. Reg. 67,323. For more information, see 
GAO-12-735. 

®®FSOC, Annual Report, 201 1 . 
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assuming the risk of counterparty default — most CDS and most other 
swaps have been traded in the OTC market where holders of derivatives 
contracts bear the risk of counterparty default.®® In addition, swaps traded 
in the OTC mai1<et have typically featured an exchange of margin 
collateral to cover current exposures between the two parties, but not 
“initiar margin to protect a nondefauiting party against the cost of 
replacing the contract If necessary. As of the end of the second quarter of 
2012, the outstanding notional value of derivatives held by insured U.S. 
commercial banks and savings associations totaled more than $200 
trillion.®^ 

As noted earlier, Title VII of the Dodd-Frank Act, also known as the Wall 
Street Transparency and Accountability Act of 2010, establishes a new 
regulatory framework for swaps to reduce risk, Increase transparency, 
and promote mailcet integrity in swaps markets. Among other things. Title 
VII generally 

• provides for the registration and regulation of swap dealers and major 
swap participants, including subjecting them to (1) prudential 
regulatory requirements, such as minimum capital and minimum initial 
and variation margin requirements and (2) business conduct 
requirements to address, among other things, interaction with 
counterparties, disclosure, and supervision;®® 


®®A derivatives clearinghouse or similar organization enables each party to a derivatives 
transaction to substitute the credit of the clearinghouse for the credit of the parties, 
provides for tfie settlement or netting of obligations from the transaction, or otherwise 
provides services mutualizing or transferring the credit risk from frie transaction. Dealers 
participate in the derivatives market by quoting prices to. buying derivatives from, and 
selling derivatives to end users and other dealers. 

®^OCC, Quarterly Report on Bank Trading and Derivatives Activities, Second Quarter 
2012. According to the report, the four banks with the most derivatives activity held 93.2 
percent of ail derivatives, while the largest 25 banks accounted for nearly 100 percent of 
all contracts. OCC noted that changes in notional volumes are generally reasonabie 
reflections of business activity and therefore can provide insight into potential revenue and 
operational issues. However, the notional amount of derivatives contracts does not 
provide a useful measure of either mai1<et or credit risks. 

®®ln general, minimum capital requirements are designed to provide firms with sufficient 
liquidity to meet unsubordinated obligations to customers and counterparties and sufficient 
resources to wind dovm in an orderly manner without the need for a formal proceeding. 
Minimum margin requirements are generally intended to regulate the amount of credit 
directs into swaps and related transactions and to help protect swaps entities and ffieir 
customers from price fluctuations and against losses arising from undue leverage. 
Minimum margin requirements also can help manage counterparty credit risk. 
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• imposes mandatory clearing requirements on swaps but exempts 
certain end users that use swaps to hedge or mitigate commercial 
r\skf^ 

• requires swaps subject to mandatory clearing to be executed on an 
organized exchange or swap execution facility, vv^ich promotes pre- 
trade ^ansparency (unless no facility offers the swap for trading):®^ 
and 

• requires all swaps to reported to a registered swap data repository 
or, If no such repository will accept the swap, to CFTC or SEC, and 
subjects swaps to post-trade transparency requirements (real-time 
public reporting of swap data). 

Figure 8 illustrates some of the differences between swaps traded on 
exchanges and cleared through clearinghouses and swaps traded in the 
OTC market.®’ 


®®Any entity acting as a clearinghouse, or central cour^terparty, must register with CFTC, 
SEC, or both, as aRoropriate (unless granted an exemption) and is subject to regulatory 
requirements established by CFTC, SEC. or both, as appropriate. 

^“Organized exchanges and swap execution tecilifies are subject to comprehensive 
registration, operational, and self-regulatory requirements, 

^’Clearinghouses use initial and variation margin as a key part of their risk management 
programs. Initial margin serves as a performance bond against potential future losses. If a 
clearing member fails to meet its oWigations to the clearinghouse (sudn as failing to pay 
variation margin when due), resulfing in a default, the clearinghouse may use the 
defaulter’s initial margin to cover any loss resulting from the default. Variation margin 
entails marking open positions to their current market value each day and transferring 
funds between the clearing members to reflect any change in value since the previous 
time the positions were marked This process minimizes the risk that exposures will 
accumulate over time and thereby reduces the potential impact of a clearing member 
default and the aze of the loss resulting from the defeult should one occur. 
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provisions can provide other benefits to market participants, such as increased market 
liquidity and lower costs through increased competition and greater transparency. 
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• Clearing through clearinghouses: According to experts, the 
clearing of swaps through clearinghouses could be beneficial. 

Clearing can reduce the vulnerability of the financial system to the 
failure of one or a few of the major swap dealers by transferring credit 
risk from ttie swap counterparties to the clearinghouse.®^ By becoming 
the central counterparty in every trade, a clearinghouse can provide 
multilateral netting efficiencies to reduce counterparty credit and 
liquidity risks faced by market participants. Unlike dealers, 
clearinghouses do not take positions on the trades they clear and may 
have stronger incentives to develop effective risk management 
measures and monitor their members' financial condition. In addition, 
clearinghouses have tools to mitigate counterparty credit risk, for 
instance, initial and variation margin, as well as the ability to assess 
their members for additional financial contributions. At the same time, 
experts have pointed out that clearinghouses concentrate credit risk 
and thus represent a potential source of systemic risk.®** For example, 
a former regulatory official told us that, in her opinion, clearinghouses 
essentially are too big to fall, given that the Dodd-Frank Act includes 
provisions mandating centralized clearing of standardized swaps and 
authorizing the Federal Reserve to provide emergency liquidity to 
systemically important clearinghouses provided certain conditions are 
met. Others commented that clearinghouses may be engaged in 
clearing less standardized or illiquid products, which could pose risk- 
management challenges for clearinghouses and expose them to 
greater risks. 

• Margin requirements: Experts expect the margin requirements for 
uncleared swaps with swap dealers and major swap participants to 
help promote financial stability by helping to ensure that market 
participants have enough collateral to absorb losses. For example, 
imposing both initial and variation margin requirements on uncleared 
swaps could help prevent the type of build-up of large, 
uncollateralized exposures experienced by AIG. Some experts 


^^Counterparty credit risk is the risk to each party in an OTC derivatives contract that the 
other party will not perform the contractual obligations. Technically, the clearing house 
members interact with the counterparties. 

®^FSOC has identified certain clearinghouses as systemically important financial mai1<et 
utilities, w^idi are subject to risk management and other enhanced supervisory and 
prudential requirements under the Dodd-Frank Act and may be afforded access to 
collateralized emergency liquidity from Federal Reserve Banks in unusual or exigent 
circumstances. 
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commented that margin requirements, depending how they are 
implemented, could have a negative impact on liquidity if there is not a 
sufficient supply of quality securities that can be posted as collateral 
to meet margin requirements. 

• Reporting requirements: Many experts generally expect the swaps 
reforms that improve transparency to benefit the financial system. For 
example, the requirement for regulatory reporting of swaps 
transactions may provide regulators with a better understanding of the 
current risks in the swaps market and help enhance their oversight of 
the market. Similarly, public reporting of swap data could benefit 
market participants by providing them with data on prices and other 
details about swaps that they can use to better assess their risks. A 
number of Industry representatives noted that the public reporting 
requirement could lead some market participants to reduce their 
participation out of fear that others can take advantage of such 
information. In their view, this could result in a loss of liquidity to the 
system. 

CFTC and SEC have finalized many of the regulations needed to 
implement Title VII, though several had yet to be finalized as of 
December 2012. OTC derivatives are globally traded, and many other 
jurisdictions are in the process of developing new regulatory regimes. 
However, the United States is one of the first jurisdictions to have enacted 
legislation In this area. Indeed, the implementation of at least one 
derivatives-reiated provision has already been delayed because of the 
importance of coordinating with international entities. The outcome of the 
reform process in other jurisdictions will determine the extent to which 
U.S. firms could be at a competitive advantage or disadvantage. (See 
app. II for a description of international coordination efforts.) 

Mortgage-Related and Other While the previously discussed Dodd-Frank Act provisions were 
Reforms That Could Enhance commonly cited as the most important ones for enhancing U.S. financial 

Financial Stability stability, several financial market regulators, participants, and observers 

we spoke with identified other provisions that they expect to help enhance 
financial stability. As vy^h the provisions discussed above, certain key 
rules implementing the following provisions have not yet been finalized. 

• Mortgage-related reforms: According to experts, problems in the 
mortgage market, particularly with subprime mortgages, played a 
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central role in the recent financial crisis, and the act’s mortgage- 
related reforms may help prevent such problems in the future.®^ Some 
bank and nonbank mortgage lenders weakened their underwriting 
standards and made mortgage loans to homebuyers who could not 
afford them or engaged in abusive lending practices before the crisis. 
These factors, along witti the decline in housing prices, contributed to 
the increase In mortgage defaults and foreclosures. A number of the 
act’s provisions seek to reform the mortgage market — for example, by 
authorizing CFPB to supervise nonbank mortgage lenders and by 
prohibiting certain mortgage lending practices, such as issuing 
mortgage loans without making a reasonable and good faith effort to 
determine that the borrower has a reasonable ability to repay.®® Some 
industry representatives have expressed concerns that these reforms 
could prevent certain potential homebuyers from being able to obtain 
mortgage loans. However, other experts noted that before the crisis 
some loans had rates that did not fully reflect their risks, which 
contributed to an excess of credit, and the act’s reforms may help 
ensure that loans are accurately priced to reflect risks. Many of the 
Dodd-Frank Act’s mortgage reforms have not yet been implemented 
through rulemaking. 

Risk retention for asset securitizations: According to experts, the 
securitization of residential mortgages into mortgage-backed 
securities that subsequently were part of other securitizations also 
played a central role in the crisis, and the act contains provisions to 
reform the market.®^ Experts also noted that institutions that created 
mortgage-backed securities in the lead-up to the crisis engaged In a 
number of practices that undermined the quality of their securities, 


®®Subpnme mortgages generally are made to borrowers with blemished credit and feature 
higher interest rates and fees than prime loans. We have previously reported that the 
subpnme market experienced substantially steeper increases In default and foreclosure 
start rates than the prime and government insured markets, accounting for two thirds or 
more of the overall increase in the number of loans between ttie second quarter of 2005 
and the second quarter of 2007. See GAO, Infomation on Recent Default and 
Foreclosure Trends for Home Mortgage and Associated Economic and Market 
Developments. GAO-08-78R (Washington, D C.: Oct. 16, 2007). 

According to ttie Dodd-Frank Act. a tender is presumed to have satisfied this 
requirement and receives some protection from liability vrfien it originates a “qualified 
mortgage" (QM) that meets nine specific criteria, initially set forth in the act. but authorizes 
CFPB to change these criteria. 

®^A securitization is a financial transaction in which assets, such as mortgage loans, are 
pooled and securities representing interests in the poo! are issued. 
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including not adequately monitoring the quality of the mortgages 
underlying their securities, because they did not bear the risk of 
significant losses if those mortgages defaulted.^® The act contains 
provisions that require securitizers of asset-backed securities to retain 
some “skin in the game” in the form of a certain percentage of the 
credit risk in asset-backed securities they create.^® However, experts 
have different views on the extent to which the level of risk retention 
for securitizations was central to the problems encountered during the 
recent crisis, and a few do not view these provisions as potentially 
beneficial for financial stability. Regulators proposed implementing 
rules for the provision in 201 1 but had yet to finalize the rules as of 
December 2012. 

The Volcker rule: The role that proprietary trading — ^trading activities 
conducted by banking entities for their own account as opposed to 
those of their clients — played in the recent crisis is a matter of 
debate."'®® However, a number of experts maintain that the ability of 
banking entities to use federally insured deposits to seek profits for 
their own account provides incentives for them to take on excessive 
risks. In particular, some have noted that commercial banks that 
benefit from the federal financial safety net enjoy access to subsidized 
capital and thus do not bear the full risks of their proprietary trading 
activities. To address these concerns, section 619 of the Dodd-Frank 
Act, referred to as the Volcker rule, generally prohibits a banking 
entity from engaging in proprietary trading or acquiring or retaining 


®®To securitize mortgage loans, mortgage lenders or originators can either securitize the 
loans themselves or sell their loans to third parties (some of vi^hich are affiliated third 
parties)— either directly to securitizing institutions or loan aggregators that serve as 
intermediaries betvi/een originators and securitizers — generating funds that could be used 
to onginale more loans. Securitizing insfitutions include investment banks, retail banks, 
mortgage companies, and real estate investment trusts. 

^’Dodd-FrankAct, §941, 124Stat. at 1890-1896, cod/ffedaf 15 U.S.C. § 78o-11. 
Specifically, the Dodd-Frank Act requires mortgage securitizers (and certain originating 
tenders) to retain a financial exposure of no less than 5 percent of the credit risk of any 
securitized residential mortgage that does not meet a separate set of criteria (to be 
defined by six federal regulators, exduding CFPB). Securitized mortgages that meet these 
criteria are exempt from this risk retention requirement, referred to as "qualified residential 
mortgage" (QRM). The QRM risk retention requirement can be more restrictive than the 
QM criteria but not less restrictive, 15 U.S.C. § 1639c(b)(2)(A), (3)(B)(i), (c)(1)(B). 

’®®See GAO, Proprietary Trading: Regulators Will Need More Comprehensive Information 
to Fully Monitor Compliance widi New Restrictions When Implemented. GAO-1 1-529, 
(Washington. D.C.: July 13. 2011). 
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more than a certain maximum percentage of any equity, partnership, 
or ottier ownership interest in, or sponsoring, a hedge fund or a 
private equity fund, among other restrictions involving transactions 
between covered banking entities and sponsored hedge funds and 
private equity funds.^®’ A number of experts view these restrictions as 
enhancing financial stability by discouraging excessive risk-taking by 
these institutions. Others, however, have noted that the Voicker rule, 
by prohibiting certain proprietary activities of these institutions, could 
have adverse effects on liquidity and, in turn, the unintended effect of 
undermining financial stability. In 2011, regulators proposed rules to 
implement the Vold^er rule but had not yet finalized them as of 
December 2012. 


Other Dodd-Frank 
Provisions May Lead to 
Additional Consumer and 
Investor Benefits 


Financial market regulators, participants, and observers whom we 
interviewed also identified provisions that may result in benefits beyond 
increased financial stability. For example, the act may enhance consumer 
and investor protections and improve economic efficiency. As with the 
provisions previously noted, the realization of such benefits will depend, 
in part, on how regulators Implement the provisions. Benefits beyond 
financial stability that experts highlighted include the following: 


« Enhanced consumer protections: The Dodd-Frank Act’s Title X 
consolidates rulemaking and other authorities over consumer financial 
products and services under CFPB. The new agency assumes 
authority to implement consumer protection laws, such as the Truth in 
Lending Act and Home Ownership and Equity Protection Act of 1994. 
CFPB could assist consumers by improving their understanding of 
financial products and services.’®^ For example, experts noted that 
consumers could benefit from CFPB’s efforts, which include providing 
information on consumer financial products and simplifying 


^^■’Dodd-Frank Act§619, 124 Stat at 1620-1631 codified at ^2 U.S.C. § 1851. Section 
619 of the act requires the federal banking agencies. SEC. and CFTC to promulgate rules 
implementing (he prohibition. 12 U.S.C. § 1851(b), TTie Voicker Rule also generally 
prohit^ a banking entity from engaging in any permitted activity ttiat. among other things, 
vi/ould involve or result in a material conflict of interest behween the banking entity and its 
customers or that would result in a material exposure to a high-risk asset or trading 
strategy. 12 U.S.C. § 1851(d)(2KA)(i). 

^®^Board of Governors of the Federal Resets System and Department of the Treasury 
Offices of Inspector General, Review of CFPB Implementation Planning Activities 
(Washington, D C.: July 15, 2011). 
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disclosures for mortgages, credit cards, and other consumer financial 
products, 

• Enhanced investor protections: Certain provisions in the act could 
provide shareholders with greater influence over, and insight into, the 
activities of publicly traded companies. For example, the act contains 
provisions that require shareholder advisory votes on executive 
compensation, disclosure of the ratio between the chief executive 
officer's annual total compensation and median annual total 
compensation for all other employees, and clawback policies for 
erroneously awarded incentive-based compensation.’® 

• Improving resource allocation in the economy: Some experts 
noted that mortgages and related credit instruments were not 
accurately priced before the crisis to reflect their risks. As a result, the 
economy experienced a credit bubble that facilitated a misailocation of 
resources to the housing sector. For example, one expert noted that 
residential housing construction during the 2000s was excessive and 
inefficient. To the extent that the act contributes to a more accurate 
pricing of credit, the economy could benefit from a more efficient 
allocation of resources across the broader economy. 


Quantifying Potential 
Benefits Is Difficult, but 
Some Approaches May 
Provide Useful Insights 


The Dodd-Frank Act’s potential benefit of reducing the probability or 
severity of a future financial crisis cannot be readily observed and this 
potential benefit is difficult to quantify. Any analyses must be based on 
assumptions about, or models of, the economy. Consequently, the results 
of such analyses are subject to substantial uncertainty. Nonetheless, as 
we noted previously in this report, a working group of the Basel 
Committee on Banking Supervision summarized several studies that 
analyze the costs of financial crises, and that used different 
macroeconomic models of the economy to estimate the impact of more 


'“Dodd-Frank Act, §§951,953,954, 124 Stat, at 1899-1900, 1903-04, cod/fled at IS 
U.S.C. §§ 78n-1, 78j-4, 78/ note. Clawbadcs of erroneously awarded incentive-based 
compensation are recoveries by the company of amounts paid to an employee based on 
materially inaccurate financial statements. This is money that the executive would not 
have received if the accounting were done properly and to which the executive was not 
entitled. 
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Stringent capital and liquidity standards on the annual likelihood of a 
financial crisis, and the benefits of avoiding associated output losses.^'” 

The Base! Committee report suggests that increases in capital and 
liquidity ratios are associated with a reduction in the probability that a 
country will experience a financial crisis. Higher capital and liquidity 
requirements may generate social benefits by reducing the frequency and 
severity of banking crises and the consequent loss of economic output. 
The Basel Committee working group found that although there is 
considerable uncertainty about the exact magnitude of the effect, the 
evidence suggests that higher capital and liquidity requirements can 
reduce the probability of banking crises. For example, the models 
suggest, on average, that if the banking system’s capital ratio — as 
measured by the ratio of tangible common equity to risk-weighted 
assets — is 7 percent, then a 1 percentage point increase in the capital 
ratio Is associated with a 1.6 percentage point reduction in the probability 
of a financial crisis — from 4.6 percent to 3.0 percent per year. The 
working group also found that if the capital ratio was 7 percent, then a 
12.5 percent increase in the ratio of liquid assets to total assets in the 
banking system is associated with a 0.8 percentage point reduction in the 
probability of a crisis per year, on average. In addition, the incremental 
benefits of higher capital requirements are greater when bank capital 
ratios are increased from lower levels and they decline as standards 
become progressively more stringent. For example, the models suggest, 
on average, that the reduction in the likelihood of a crisis is three times 
larger when the capital ratio is increased from 7 percent to 8 percent than 
it is when the capital ratio is increased from 10 percent to 1 1 percent. The 
further away banks are from insolvency, the lower their marginal benefit is 
from additional protection. 

Estimates of the reduced probability of a financial crisis are subject to a 
number of limitations. For example, researchers note that the reduction in 
the probability of a crisis depends on the baseline assumptions about the 
average probability of a crisis before the policy changes — in this case, 
before the increase in capita! requirements. In addition, overall economic 
conditions, or factors outside of the financial system, also may affect the 
probability of a financial crisis. 


^^'‘Basef Committee on Banking Supervision, “An Assessment of the Long-Term 
Econcwnic Impact of Stronger Capital and Liquidity Requirements," Bank for international 
Settlements (Basel, Switzerland: Aug. 2010). 
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The Basel Committee working group also summarized the studies’ 
estimates of the potenttal benefits from higher capita! and liquidity 
requirements In terms of economic output gains that could result from a 
lower probability of a crisis. The studies used estimates of the costs of a 
crisis to estimate that a 1 percent decrease in the annua! probability of a 
crisis could have a benefit of 0.2 percent to 1 .6 percent per year of 
increased economic output, depending on the extent to which the crisis 
losses are temporary or permanent. If. for example, annual GDP were 
$15 trillion (around the size of U.S. GDP) these estimates suggest that 
the economic benefit in terms of increased GDP could range from 
approximately $29 billion to about $238 billion per year. These estimates 
also are subject to limitations, however. As we previously discussed in 
this report, estimates of financial crisis losses have varied widely 
depending on the assumptions made. In addition, these models did not 
take into account variations in responses to higher capital and liquidity 
requirements among institutions and regulatory environments. 

Given the difficulty of measuring the extent to which the Dodd-Frank Act 
may reduce the probability of a future crisis, a few academics have 
proposed a more conceptual approach for comparing the act’s potential 
benefits and costs.^®® According to these experts, the benefits of the act 
can be framed by determining the percent by which the cost of a financial 
crisis needs to be reduced to be equal to the act’s costs. If the cost of a 
future crisis is expected to be in the trillions of dollars, then the act likely 
would need to reduce the probability of a future financial crisis by only a 
small percent for its expected benefit to equal the act’s expected cost. 
Although an academic told us this thought exercise helped put the 
benefits and costs of the Dodd-Frank Act into perspective, it provides no 
insight into whether the act reduces the probability of a future crisis by 
even a small percent. 


’®®See. for example, Steven Schwarcz, ’Systemic Risk." Georgetown Law Journal, voi. 
97: 193-249 (2008). 
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Signiiicance of the 
Act’s Costs Is Not 
Fully Known 


The Dodd-Frank Act requires federal agencies and the financial services 
industry to expend resources to implement or comply with its 
requirements, and some of its reforms are expected to impose costs on 
the economy. First, federal agencies are devoting resources to fulfill rule- 
making and other new regulatory responsibilities created by the act. A 
large portion of these agency resources are funded by fees paid by 
industry participants or other revenue sources outside of congressional 
appropriations, limiting the impact of these activities on the federal budget 
deficit. Second, the act contains a broad range of reforms that generally 
are imposing or will impose additional regulations and costs on a 
correspondingly broad range of financial institutions, including banks, 
broker-dealers, futures commission merchants, investment advisers, and 
nonbank financial companies. Given the act’s focus on enhancing 
financial stability, large, complex financial institutions will likely bear the 
greatest costs, but smaller financial institutions and other financial market 
participants also wll incur costs.^^ Third, by imposing costs on the 
financial services Industry, the act also may Impose costs on the broader 
economy and reduce output. For example, financial institutions may 
charge their customers more for credit or other financial services. While 
the act's costs can be viewed as the price to be paid to achieve a more 
resilient financial system and other benefits, some industry 
representatives question whether the costs, individually or cumulatively, 
are excessive. Furthermore, observers have also expressed concerns 
about potential unintended consequences of the act, such as reducing the 
competiveness of U.S. financial institutions in the global financial 
marketplace. 


Resources Devoted to the 
Dodd-Frank Act’s 
Implementation Vary 
Widely across Federal 
Agencies 


The amount of funding that 10 federal financial entities have reported as 
associated with their implementation of the Dodd-Frank Act varied 
significantly from 2010 through 2013, and the amounts have been 
increasing for some of these entities. Funding resources associated with 
the Dodd-Frank Act’s implementation from 2010 through 2012 ranged 
from a low of $4.3 million for FHFA to a high of $432.3 million for CFPB 
(see table 2). In addition, funding associated with the act's 
implementation increased from 201 1 through 201 2 for all but one of the 
agencies, FHFA. and more than doubled for four entities: OFR, FSOC, 


^^See, for example, GAO, Community Banks and Credit Unions: Impact of the Dodd- 
Frank Act Depends Largely on Future Rule Makings, GAO'12-881 (Washington, D.C.; 
Sept, 13. 2012). 
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CFPB, and OCC. Three of these four entities — OFR, FSOC, and CFPB — 
were created through the Dodd-Frank Act and thus are in the process of 
estabtishir>g management structures and mechanisms to carry out their 
missions. Likewise, according to CFPB and OFR, while some of their 
funding was used for recurring staffing costs, other funding was used for 
start-up costs, such as systems development, contractor support, and 
data purchases. According to FSOC and OFR, the increase in funding is 
directly proportional to the growth in their staffing and reflects an increase 
in the size and scope of their organizations, Some new funding resources 
reported by agencies may represent transfers between entities rather 
than new funding resources. For example, the large increase in Dodd- 
Frank-related funding for OCC between 201 1 and 2012 reflects OCC's 
integration of OTS responsibilities and staff, according to OCC officials. In 
addition, new funding resources for CFPB include some funding 
resources transferred from the Federal Reserve, In such cases, these 
new funding resources do not represent an incremental cost of the act's 
implementation. 


Table 3: Summary of 10 Federal Entities’ Reported Funding Resources Associated with Implementation of the Dodd-Frank 
Act, 2010 through 2013 


{dollars in millions) 

__ 


Agency/Entity 

2010 

2011 

2012 

2010-2012 Total 

Projections 

FSOC* 

$0.0 

$2,9 

$6.0 

$8.9 

$8.7 

OFRa 

0,0 

11.3 

395 

50.8 

78.1 

CFPB* 

9,2 

123.3 

299.8 

432.3 

447.7 

Federal Reserve 

7.3 

62.7 

93.1 

163.1 

Not available 

CFTC 

0,0 

15.4 

21.9 

37,3 

80.0 

SEC 

0,0 

23.5 

39.5 

63.0 

129.0 

FDIC 

2,3 

19.9 

38 1 

60.3 

Not available 

FHFA 

0,0 

2.2 

2.1 

4.3 

2.1 

OCC 

0,0 

34.9 

235,0 

269.9 

Not available 

Treasury 

0.0 

5.6 

9.2 

14.8 

9.4 


Source: QAO presentatiort of data Awn inAwduaf entioes. 

Note: For 2010, 2011, and 2012, FSOC. OFR. CFPB, and Treasury provided estimates of actual 
resources expended on Dodd-Frank-related activities, and the other agencies provided estimates of 
the total resources made available or requested for Dodd-Frank-related activities. Federal Reserve 
and FDIC data are reported on a calertdar year basis, but the other agency data are reported on a 
fiscal year basis. AX the time of this review, the Federal Reserve, FDIC and OCC did not provide 
projections for 2013. 

“New errtity. 
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To meet their Dodd-Frank-related responsibilities, federal entities 
reported that they have hired new staff, redirected staff from other areas, 
or used staff transferred from other entities. The number of full-time 
equivalents (FTE) reported by the 10 federal entities as associated with 
their implementation of the act also varied significantly from 201 0 through 
2013, and the amounts have been increasing for some entities (see table 
3). The entities’ estimates of new FTEs related to implementing the Dodd- 
Frank provisions for 2010 through 2012 ranged from a low of 18 for FHFA 
to a high of 964 for the Federal Reserve. Some new FTEs reported by 
agencies represent transfers of staff between agencies rather than new 
hires. New FTEs for OCC in 201 1 include staff transferred from OTS. In 
addition, new FTEs for CFPB include staff transferred from the agencies 
whose consumer protection responsibilities were transferred to CFPB. in 
such cases where new FTEs for an entity have resulted from a transfer of 
existing regulatory responsibilities between entities, these new FTEs do 
not represent an incremental cost of the act’s implementation. 


Tabie 4: Summary of 10 Federal Entities’ Reported New and Redirected Full-Time Equivalents Associated with 
implementation of the Dodd-Frank Act, 2010 through 2013 


Agency/Entity 

2010 

2011 

2012 

2010-2012 Total 

2013 

Projections 

FSOC 

0 

17 

7 

24 

0 

OFR 

0 

13 

47 

60 

167 

CFPB 

0 

178 

653 

831 

528 

Federal Reserve 

69 

367 

528 

964 

Not available 

CFTC 

0 

121 

126 

247 

268 

SEC 

0 

14 

51 

65 

227 

FDIC 

0 

55 

91 

146 

Not available 

FHFA 

0 

16 

2 

18 

9 

OCC 

0 

133 

0 

133 

0 

Treasury 

0 

33 

10 

43 

3 


Soufce: GAO presentation of aaia from imtviOjal enttties. 

Note: Federal Reserve and FOIC data are reported on a calendar year basis, and the other agency 
data are reported on a fiscal-year basis. At the time of tNs review, the Federal Reserve and FDIC did 
not provide projections for 201 3. OCC reported that 131 FTEs for fiscal year 201 1 were transferred 
from OTS. the Dodd-Frank Act dissolved as of July 21 ,2011. Because these FTEs were 
already on board at the beginning of fiscal year 2012, they are not considered new Dodd-Frank- 
retated FTEs m fiscal year 2012. OCC also noted that the ongoing aspects of the Dodd-Frank Act, 
such as ailemc^ings and partidpating in FSOC-ielated activities, have been Integrated into the 
agency's fwigoing programs and activities and thus are not shown as separate initiatives related to 
the act’s knplanentation. 
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A large portion of the federal entities’ resources devoted to the act’s 
implementation areftjnded by fees paid by regulated institutions or other 
sources outside the congressional appropriations process, limiting the 
impact of these activities on the federal budget deficit. Seven of the 
entities {CFPB, FSOC, OFR, FDIC, FHFA, OCG, and the Federal 
Reserve) are funded in full through assessments, fees, or other revenue 
sources and, thus, have not received any congressional appropriations. 
Moreover. FSOC and OFR are funded by assessments on large bank 
holding companies and nonbank financial companies designated by 
FSOC for supervision by the Federal Reserve. SEC receives 
appropriations, but SEC collects transaction fees and assessments that 
are designed to recover the costs to the federal government of its annual 
appropriation. CFPB receives a mandatory transfer of funding from the 
Federal Reserve, subject to certain limits, but may request discretionary 
appropriations. Treasury and CFTC are funded through congressional 
appropriations.’®® Although entities' funding resources and staff have 
increased due to implementation of the act, these increases are not 
expected to have a significant impact on the federal deficit. In 201 1 , CBO 
estimated that the Dodd-Frank Act would reduce federal deficits by $3.2 
billion over the period from 2010 to 2020.'’®® CBO projected that the act 
would increase revenues by $13.4 billion and increase direct spending by 
$10.2 billion over this period. While CBO’s analysis did not consider the 
potential impacts of the act’s reforms on economic growth, its estimates 
suggest that the size of the act’s direct impacts on federal spending is 
small relative to total federal net outlays of $3.6 trillion in fiscal year 201 1 . 
While fees and assessments paid by financial institutions to the federal 


’o^FSOC and OFR have not received appropriated funds. During the 2-year period 
following the enactment of the Dodd-Frank Act, the Federal Reserve provided OFR funds 
to cover the expenses of the office. Now, OFR is funded through assessments levied on 
bank holding companies writh total consolidated assets of $50 billion or more and nonbank 
financial companies designated by FSOC for supervision by ttte Federal Reserve. Until 
FSOC designates nonbank financial companies, assessments will be levied only against 
large bank holding companies. The collected assessments are deposited into the 
Financial Research Fund, which was established within Treasury to kind the e>^enses of 
OFR. FSOC's expenses are considered expenses of OFR. 12 U.S.C, §§ 5328, 5345. 

’°®Some of Treasury’s expenses are funded through statutory provisions fliat authorize 
Treasury to spend certain of ite receipts. 

’°®See D. Elmendorf, CBO, “Review of CBO’s Cost Estimate for the Dodd-Frank Wail 
Street Reform and Consumer Protection Act" (testimony before the Subcommittee on 
Oversight aiKl investigations, Committee on Financial Services, U S. House of 
Representatives, Washington, D C., Mar. 30, 2011). 
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entities help to limit the act’s direct impacts on the federal budget deficit, 
they represent a cost to these institutions and could have indirect impacts 
on the economy, as discussed later in this report. 

In collecting and analyzing this information, we found challenges and 
limitations that affected our efforts to aggregate the data. For example, 
agencies told us that their reported funding and FTE resources for 201 3 
reflect their best estimates of the level of resources required to implement 
existing and new responsibilities but stated that these estimates were 
uncertain. As shown in tables 3 and 4. a few agencies did not provide 
projections for 2013 resources related to the act’s implementation, in 
addition, not all of the federal entities are on a federal fiscal year, so the 
reported budgetary activities for some entities cover different time frames. 
Moreover, the entities may have used different approaches to estimate 
the funding and FTE resources, potentially making the figures harder to 
compare across entities. 


The Act Imposes Costs on 
the Financiai Services 
Industry but Limited Data 
Exist on the Magnitude of 
the Costs 


The Dodd-Frank Act's provisions and regulations generally Impose or are 
expected to impose costs on banks and other financial institutions. 
According to some academics and others, certain types of costs imposed 
by the act on financial Institutions serve to make such institutions 
internalize costs that they impose on others through their risk-taking and 
thereby reduce the risk that they pose to the financial system. The extent 
to which the act imposes costs on financial institutions may vary among 
not only different types of financial firms (e.g., banks versus nonbank 
financial companies) but also among the same types of firms (e.g., large 
banks versus small banks). In discussions with regulators, industry 
representatives, and other experts, we identified two main categories of 
financial impacts on financial institutions: (1) increased regulatory 
compliance and other costs and (2) reduced revenue associated with new 
restrictions on certain activities,”” However, as commonly noted by 
financial firms in their annual reports, the Dodd-Frank Act's full impact on 
their businesses, operations, and earnings remains uncertain, in part 


^^”Compliance costs generally are the costs that firms incur to undertake an activity that 
they othenwse would not have uridertaken in the absence of regulation. Such costs 
include tfie costs for regulated fitms to hire and train staff, devote staff and management 
time to compliance activities, hire outside legal or other expertise, and make new 
investments in infonnation technology or other systems. Compliance costs can include 
start-up, or one-time, costs (e g., upgrading computer systems) and recurring costs (e g., 
periodic reporting requirements). 


GAO-13-180 Financial Regulatory Reform 



469 


because of the miemakings that still need to be completed. For example, 
in its 2012 annual report, one large bank holding company noted that it 
could not quantify the possible effects of the significant changes that were 
under way on its business and operations, given the status of the 
regulatory developments. Furthermore, even when the reforms have been 
fully implemented. It may not be possible to determine precisely the 
extent to which observed costs can be attributed to the act versus other 
factors, such as changes in the economy. 

Regulatory Compliance and No comprehensive data are readily available on the costs that the 

Other Costs financial services industry is incurring to comply vwth the Dodd-Frank Act. 

Representatives from financial institutions and industry associations told 
us that firms generally do not track their incremental costs for complying 
with the act Moreover, they said that the piecemeal way that the act is 
being implemented makes it difficult to measure their regulatory costs. 
Likewise, none of the industry associations we met with are tracking the 
incremental costs that their members are incurring to comply with the act. 
Regulators and others have collected some data on certain compliance 
costs. Specifically, federal agencies typically estimate the cost of 
complying with any recordkeeping and reporting requirements of their 
rules under the Paperwork Reduction Act, but these estimates do not 
capture other types of compliance costs, which can be more 
substantial.^” For example, an SEC rule on asset-backed securities 
requires issuers of such securities to conduct, or hire a third party to 
conduct, a review of the assets underlying the securities; this cost is not a 
paperwork-related cost and thus not included in the compliance costs 
captured under the Paperwork Reduction Act.”^ In May 2012, the 
Treasury Secretary asked the Federal Reserve’s Federal Advisory 
Council, a group of bank executives, to prepare a study to provide 
regulators vwth more specific examples of the regulatory burdens imposed 
by the act’s reforms. 

A number of the Dodd-Frank Act provisions target large financial firms 
and are expected to increase their compliance or other costs more 


”^See GAO, Dodd-Frank Act Regulations: Implementation Could Benefit from Additional 
Analyses and Coordination. GAO-12-151 {Washington, D.C.: Nov, 10, 2011). OCC 
reviews potential costs and benefits of each proposed rule in accordance with 
requirements of the Unfunded Mandates Reform Act, the Regulatory Flexibility Act. and 
the Congressional Review Act. 

"=^76 Fed. Reg. 4231 (Oct. 13. 2010). 
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significantty than fcM- other financial firms. In particular, several provisions 
specifically apply to SIFIs, which include bank holding companies with 
$50 billion or more in total consolidated assets (which we refer to as 
“bank SIFIs”) and nonbank financial companies designated by FSOC for 
supervision by the Federal Reserve. Examples of provisions targeting 
large financial institutions include the following; 

• Enhanced prudential standards: Higher capita! and liquidity 
requirements can increase funding costs for banks.”^ Studies by the 
Basel Committee on Banking Supervision, IMF. and Organization for 
Economic Cooperation and Development estimated that increased 
capital and liquidity requirements would have modest impacts on 
funding costs for financial institutions. In contrast, a study by the 
International Institute of Finance, a global association of financial 
institutions, found much larger negative impacts. Differences in these 
studies’ estimates result from differences in certain assumptions. For 
example, the size of the estimated impact on funding costs depends 
on assumptions about how much of the increase in banks’ capital 
levels is due to regulatory reforms rather than other factors. Some 
researchers have noted that attributing all of the increase in banks’ 
capital levels to regulatory reforms may overstate the cost impacts of 
these reforms, because banks likely increased their capital levels, to 
some extent, in response to market forces after the crisis. 

• Resolution plans: Regulators and industry officials stated that bank 
SIFIs have devoted significant staffing resources to developing the 
required resolution plans and that some plans submitted In July 2012 


■'^^Higher capital requirements can require banks to increase the portion of their funding 
that comes from equity capital rather frian debt. Heightened liquidity standards can require 
banks to rely more on longer-term rather thar> shorter-term debt financing. The results of 
academic, industry, and other research on the impact of such heightened prudential 
standards on financial institutions and their customers have varied widely. It generally is 
more ejqjensive for banks to fund themselves through equity capital (such as by selling 
stock to investors) than through debt. This is because equity holders are residual 
claimants and assume more risk than debt holders. In theory, increasing the required 
proportion of equity ftjnding relative to debt funding should not affect a firm's overall cost 
of frjnding as it reduces the risk that the firm will fail. Uiereby reducing the returns 
demanded by both equity and debt holders. However, certain government policies make 
equity finarrang (such as through issuing stod< to investors) more expensive for finandal 
institutions than debt financing. For example, interest on d^t is tax deductible, while 
dividends on equity securities are not. In addition, bank deposits benefit from federal 
guarantees and the cost of these liabilities does not fall as capital levels and the perceived 
safety of the firm increase. 
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were thousands of pages in lengthJ^"* Regulators estimated that each 
bank SIFI required to complete a full resolution plan (20 banks) will 
spend, on average. 9,200 hours to complete the first plan and 2,561 
hours to update the plan annually.^’® 

• Stress tests: In accordance with the act, the Federal Reserve, OCC, 
and FDIC have issued rules for stress testing requirements for certain 
bank holding companies, banks, thrift institutions, state member 
banks, savings and loan companies, and nonbank financial 
companies FSOC designates for supervision by the Federal 
Reserve.^'® Bank holding companies with $50 billion or more in assets 
and nonbank financial companies designated by FSOC will be 
required to conduct company-run stress tests semi-annually, and the 
Federal Reserve will be required to conduct stress tests on these 
companies annually. Financial companies with more than $10 billion 
but less than $50 billion in assets will be required to conduct 
company-run stress tests annually as directed by their primary federal 
banking supervisor. According to industry representatives, stress 
testing requires newly covered firms to incur significant compliance 
costs associated with building information systems, contracting with 
outside vendors, recruiting experienced personnel, and developing 
stress testing models that are unique to their organization. 

• Regulatory assessments; The Dodd-Frank Act also Increases 
operating costs for SIFIs and certain large banks through new or 
higher regulatory assessments. First, under the act, large bank 
holding companies and nonbank financial companies designated by 
FSOC for supervision by the Federal Reserve must fund the Financial 
Research Fund, which funds the operating costs of FSOC and OFR, 
and certain expenses for the implementation of the orderly liquidation 
activities of FDIC, through a periodic assessment.'' The President’s 


’^^Dodd-Frank Act, § 165(d). 124 Stat. at 1426-1427. codified at 12 U.S.C. § 5365(d); 76 
Fed. Reg 67,323 (Nov. 1. 2011). 

discussed earlier, SIFIs must develop annual resolution plans ttiat describe how/ 
their institution’s failure would proceed ttirough bankruptcy. The rule allows less complex 
SIFIs to file a tailored resolution plan with reduced information requirements. 

"®77 Fed. Reg. 62.378 (Oct, 12. 2012); 77 Fed, Reg. 62,396 (Oct. 12. 2012); 77 Fed. 
Reg. 62,417 (Oct. 15. 2012); and 77 Fed. Reg. 61.238 (Oct. 9. 2012), 

"^Dodd-Frank Act. § 155(d), 124 Stat at 1419, codified at 12 U.S.C. § 5345(d); 77 Fed. 
Reg. 29,884 (May 21. 2012). 
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fiscal year 2013 budget included estimates of about $1 58 million for 
the Financial Research Fund for fiscal year 2013.”® Second, pursuant 
to the act, FDIC Issued a final rule changing the assessment base for 
the deposit Insurance fund and the method for calculating the deposit 
insurance assessment rate.”® According to FDIC, the change in the 
assessment base shifted some of the overall assessment burden from 
community banks to the largest institutions, which rely less on 
domestic deposits for their funding than smaller institutions, but 
without affecting the overall amount of assessment revenue collected. 
According to FDIC data, following implementation of the new 
assessment base, from the first to the second quarter of 201 1 , total 
assessments for banks with $10 billion or more in assets increased by 
$413 million. 

In addition to increasing compliance costs for SIFIs and other large 
financial institutions. Title VII of the Dodd-Frank Act establishes a new 
regulatory framework for swaps, which is expected to impose substantial 
compliance and other costs on swap dealers, which generally include 
targe banks, and other swap market participants. 

• Business conduct standards: Swap dealers and major swap 
participants will face increased costs to comply with new business 
conduct standards under the act. These requirements address, 
among other things, interaction with counterparties, disclosure, 
reporting, recordkeeping, documentation, conflicts of interest, and 
avoidance of fraud and other abusive practices. Under CFTC's final 
rules, swap dealers and major swap participants will need to adopt or 
amend written policies and procedures, obtain needed 
representations from counterparties, and determine whether existing 
counterparty relationship documents need to be otherwise changed or 
supplemented. 


”®As noted earlier, the Federal Reserve funded the Financial Research Fund through 
July 20, 2012. 

”®Dodd-Frank Act. §§ 332, 334, 124 Stat. at 1539, codified at 12 U.S.C. § 1817; 76 Fed. 
Reg. 10,672 (Feb. 25. 2011). The deposit insurance fund insures deposits at banks. 
Deposit insurance fund assessments are insurance assessments collected from its 
member depository institutions. 

After the rule became effective on April 1 . 2011 , deposit insurance fund assessments 
for community banks (those with less than $10 billion in assets) decreased in aggregate 
by $342 milliwi. 
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• Clearing, exchange trading, and data reporting: Changes to the 
market infrastructure for swaps — such as clearing and exchange- 
trading requirements — and real-time reporting requirements for 
designated major swap dealers or major swap participants will require 
firms to purchase or upgrade information systems. Industry 
representatives and regulators said that while some compliance costs 
of the derivatives reforms could be recurring, a large part of these 
costs will come from one-time upfront Investments to update 
processes and technology. For example, according to industry groups 
and agency officials, the real-time reporting and swap execution 
facility technology upgrades for reporting are among the largest 
technology investment compliance cost areas for derivatives reforms, 
and costs to develop new reporting technology for firms may vary 
depending on the compatibility of the new reporting system with the 
prior system used. In Its final rule on real-time reporting of swap data, 
CFTC estimated that the annual information collection burden on 
swap dealers and major swap participants would be approximately 
260,000 hours. 

• Margin rules: Swap dealers and end users will incur costs to post the 
additional collateral required under the new margin rules, including 
costs to borrow assets to pledge as collateral.^^^ For newly raised 
funds, the net cost would be the difference between the interest rate 
paid on the borrowed funds and the interest rate earned on the 
securities purchased to use as collateral. Estimating the incremental 
costs is difficult, in part because the incremental cost must take into 
account the extent to which swap dealers in the past, even if they did 
not require margin explicitly, may have charged end users more to 
price in a buffer to absorb losses. 

Although the Dodd-Frank Act reforms are directed primarily at large, 

complex U.S. financial institutions, many of the act’s provisions are 


^2^77 Fed. Reg. 1 182 (Jan. 9. 2012). 

study estimates that over half a trillion dollars of net new collateral could be 
required as a result of moving swaps to clearinghouses. See, for example, M. Singh, 
Collateral, Netting and Systemic Risk in the OTC Deiivatives Market. IMF Wording Paper, 
10/99 (Washington, D.C.: 2010). Swap market participants will face costs associated with 
funding this additional collateral. Among other options, swap dealers could sell longer- 
terni securities to replace them with lower-yielding government securities that are eligible 
as collateral. For non-dealers, one option is to borrow funds in order to buy securities to 
use as collateral. 
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expected to impose costs on other financial institutions as well. For 
example, we recently reported that the act’s reforms covering residential 
mortgages, securitizations, executive compensation, and other areas may 
impose additional requirements and, thus, costs on a broad range of 
financial institutions, but the magnitude of these costs will depend on, 
among other things, how the provisions are implemented.^^^ 

Limitations or Restrictions on In addition to imposing compliance and other costs on financial 
Business Activities institutions, the Dodd-Frank Act’s provisions may limit or restrict financial 

institutions’ business activities and reduce their revenue or revenue 
opportunities.’^^ Examples of such provisions include the foilovwng. 

• Voicker rule: By generally prohibiting banks from engaging In 
proprietary trading and limiting their ability to sponsor or invest in 
hedge and private equity funds, the restrictions could eliminate past 
sources of trading and fee income for some banks.’^® In addition, 
according to industry representatives, some banks currently holding 
private funds face the risk of incurring losses on the investments, If 
they are required to liquidate such investments at a substantial 
discount within an allotted period. 

• Swaps reform: The provisions of the Dodd-Frank Act requiring 
central clearing and exchange trading of certain swaps could reduce 
the volume of dealers’ higher-profit margin swaps and thereby reduce 
their revenue. In addition, the margin requirements could reduce the 
ability of U.S. dealers to compete internationally, according to industry 
representatives. 

• Single counterparty credit limit; Section 165(e) of the act directs 
the Federal Reserve to establish single-counterparty credit limits for 
SIFIs to limit the risks that the failure of any individual company could 


’^^See GAO-12-881- 

’^^Some refonns may reduce revenue or profits for certain financial insfitutions but benefit 
other market participants and, thus, may not necessarily result in a net cost to the broader 
economy. As discussed later in this report, refoims that effect transfers between groups 
can give rise to economic costs if there are efficiency losses associated with these 
transfers. 

’^®As we previously reported, while bank holding companies earned profits ft'om their 
proprietary hading operations in most years, in some years they suffered significant 
losses. See GAO-11-529. 
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pose to a SIFI. According to industry representatives, the Federal 
Reserve’s proposed rule to implement credit limits would, among 
other things, require some SIFIs to reduce their derivatives and 
securities lending activities. 

. Debit card interchange fees: Under section 1 075 of the act (known 
as the Durbin amendment) the Federal Reserve issued a final rule 
that places a cap on debit card interchange fees charged by debit 
card issuers with at least $10 billion of assets.'^® In their SEC filings, 
several large debit card issuers have estimated tost revenues from the 
Durbin amendment to be in the hundreds of millions of dollars 
annually. Similariy, we recently reported that large banks that issue 
debit cards initially have experienced a decline in their debit 
interchange fees as a result of the rule but that small banks generally 
have not.“' The reduction in debit interchange fees following the 
adoption of the rule likely has resulted or will result in savings for 
merchants. However, debit card issuers, payment card networks, and 
merchants are continuing to react to the rule; thus, the rule’s impact 
has not yet been fully realized. 


While the Dodd-Frank Act 
Could Impose Costs on the 
Economy, Quantifying 
Such Costs Is Difficult 


Financial markets can channel funds from savers and investors looking 
for productive investment opportunities to borrowers who have productive 
investment opportunities but not the funds to pursue them. By serving this 
financial intermediation function, financial markets can contribute to 
higher production and efficiency in the economy. Banks and other 
financial institutions can facilitate transactions between savers and 
borrowers and reduce the associated costs, as well as provide other 
financial services and products that contribute to economic growth.’^® 


'®*Dodd-Frank Act, § 1075, 124 Slat, at 2068, codified at 16 U.S.C. § 16930-2; 77 Fed. 
Reg, 46,258 (Aug. 3, 2012). When a consumer uses a debit card to make an electronic 
purchase, the merchant does not receive the full purchase amount. Part of the amount 
(cailed the merchant discount fee) is deducted and distributed among the merchant’s 
bank, debit card issuer, and payment card network processing the transaction. 

Historically, the majority of the merchant discount fee was paid from the merchant's bank 
to the debit card issuer in the form of an interchange fee. 

“'See GAO-13-101 and GAO-12-881. 

“iFinancial institutions can help contribute to economic growth by providing financial 
products and services to businesses and households. For example, they iend funds; 
transform credits with short term maturities into credits with long-term maturities; provide 
payment services, investment vehicles, and risk management; and support the functioning 
of financial markets. 
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However, according to academics and industry representatives, by 
imposing higher costs on financial institutions, the Dodd-Frank Act may 
indirectly Impose higher costs on businesses and households and reduce 
their investment and consumption with a consequent effect on economic 
output. 

Industry representatives, academics, and others generally expect the 
costs imposed by the act on the economy to be more significant than the 
act’s compliance costs for regulated institutions. At the same time, 
experts have noted that such costs can be viewed as part of the price to 
pay to realize the act’s potential financial stability and other benefits. For 
example, reforms that increase safety margins in the financial system — 
such as by requiring increased capital and collateral to absorb potential 
losses— represent a tradeoff between lower economic growth In the short 
term and a lower probability of a financial crisis in the long term. 
Furthermore, reforms may cause financial mailcet participants to 
internalize costs that their failure could impose on others through, for 
example, triggering declines in asset prices and strains in funding 
markets; thus, such reforms could improve overall economic outcomes. 
Nevertheless, experts continue to debate whether the economic costs of 
the act's reforms, individually and cumulatively, could be excessive 
relative to their potential benefits. 

One way through which the Dodd-Frank Act could impose costs on the 
broader economy is through its reforms that ultimately increase the cost 
or reduce the availability of credit for households and businesses. Ail else 
equal, when credit becomes more expensive or harder to obtain, 
households may reduce purchases and businesses may reduce 
investments that are funded by debt. These declines in consumption and 
investment can reduce GDP. According to academics, industry 
associations and firms, and others, reforms that could increase the cost 
or reduce the availability of credit include higher capital and liquidity 
requirements for financial Institutions, the Voicker rule, counterparty credit 
limits, and mortgage-related provisions.'’^® 


discussed earlier in this report, some experts noted that mortgage and related credit 
instruments were not accurately priced before the crisis to reflect their risks. As a result, 
the economy experienced a credit bubble that facilitated a misallocation of resources to 
the housing sector. To the extent that the act's reforms contribute to a more accurate 
pricing of credit, the economy coukJ benefit from a more efficient allocation of resources. 
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Capital and liquidity requirements: Higher capital and liquidity 
requirements for banks can increase their fundir^g and other costs. 
While banks can respond to these additional costs in a variety of 
ways, they generally are expected to pass on some of these costs to 
borrowers by charging higher interest rates on their loans, which could 
lead to a reduction in output. Some studies have assessed the 
potential short-term and long-term cost impacts of higher capital and 
liquidity requirements. Differences in estimates produced by different 
studies follow from differences in key modeling assumptions. With 
respect to short-term impacts, studies generally suggest that 
increasing capital and liquidity requirements for banks will likely be 
associated vtrith short-term increases In interest rates for borrowers 
and short-term decreases in lending volumes, output, and economic 
growth rates during the period over which banks transition to these 
new requirements, but the magnitudes vary considerably across 
studies. For example, a Macroeconomic Assessment Group study 
summarized research by its members on the impact of the transition 
to the Basel ill capital and liquidity requirements and found that 
interest rates for borrowers are likely to increase and lending volumes 
are likely to fail during the transition period, but that the ultimate 


key assumption is the choice of baseline levels of capital and liquidity against 
which changes attributed to financial regulatory reforms are measured. Selecting prechsis 
levels of capital and liquidity as a baseline could lead to overestimated costs due to 
financial refoims if financial institutions would have increased capital and liquidity in the 
absence of such reforms based on lessons learned from the crisis. Other key assumptions 
relate to the length of the transition period, the responsiveness of bank equity and debt 
prices to changes in banks' capital and liquidity levels, the responsiveness of lending rates 
to changes in banks’ Ending coste, and the e>dent to which monetary policy can be used 
to offset any upward pressure on lending rates. For additional discussion of key 
assumptions that impact estimates of the costs of the act's reforms, see Santos and 
Elliott, Estimating the Costs ofFinandal Regulation. IMF Staff Discussion Note, 
September 11, 2012. 
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reductions in output and growth are iikely to be modest.’^^ Studies 
from the IMF and the Organization for Economic Cooperation and 
Development found broadly similar results.^^^ In contrast, a study by 
the Institute of International Finance estimated the impact of banks’ 
making the transition to meeting Basel III and additional country- 
specific requirements and found much larger short-term impacts on 
lending rates, lending volumes, output, and growth rates during the 
transition period. Studies also suggest that increasing capital and 
liquidity requirements for banks will likely be associated with long-term 
or permanent changes in lending rates and output. For example, a 
Basel Committee working group assessed the long-term impact of 
higher capital and liquidity requirements and found that they are likely 
to be associated with modest long-term increases In lending spreads 
and modest long-term reductions in output.’^'* An IMF study found 
similar results.’^® 

• Voicker rule: Some experts and industry representatives have 
expressed concern that the Voicker rule’s restriction on proprietary 


^^’This study estimated that a 1 percentage point increase in the target ratio of tangible 
common equity to risk-weighted assets would lead to a maximum decline in the level of 
GDP of about 0.19 percent from the baseline path, which would occur 4 years ater ^le 
start of implementation {equivalent to a reduction in the annual growth rate of 0.04 
percentage points over this period), followed by a gradual recovery of growth towards the 
baseline. See Macroeconomic Assessment Group, Interim Report: Assessing the 
Macroeconomic Impact of the Transition to Stronger Capital and Liquidity Requirements, 
Bank for Internationa) Settiements, (Basel. Switzerland: August 2010), and 
Macroeconomic Assessment Group, Final Report: Assessing fhe Macroeconomic Impact 
of the Transition to Stronger Capital and Liquidity Requirements, Bank for International 
Settlements, (Basel, Switzerland; December 2010), The Macroeconomic Assessment 
Group was established by the Financial Stability Board and the Basel Committee on 
Banking Supervision and includes central banks and banking regulators from 15 countries, 
as well as several multilateral organizations. 

^^^See Scott Roger and Francis Vitek, The Global Macroeconomic Costs of Raising Bank 
Capital Adequacy Requirements, IMF Working Paper WP/1 2/44, February 2012, and 
Patrick Slovik and Boris Coumfede, Macroeconomic Impact of Basel III, OECD Economics 
Department Working Paper No. 844, OECD Publishing. 201 1 , 

’^^See Institute of International Finance, The Cumulative Impact on the Global Economy 
of Changes in the Financial Regulatory Framework, September 201 1 . 

^^‘*Basei Committee on Banking Supervsion, An Assessment of the Long-term Economic 
Impact of Stronger Capital and Liquidity Requirements, Bank for Internationa! Settlements 
(Basel Switzerland: August 2010). 

^^^Santosand Elliott, Estimating the Costs of Financial Regulabon. 
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trading by banks could reduce market liquidity and increase the cost 
of raising funds in the securities markets and thus reduce output. As 
we previously reported, some market observers maintain that 
restrictions on proprietary trading by banks under the Voicker rule 
may reduce the amount of liquidity in the securities markets, 
depending on how the restrictions are implemented.^^® For example, 
the rule could reduce the amount of market-making provided by banks 
for certain debt securities and ultimately result in higher borrowing 
rates for corporations, state and local governments, or others that use 
debt securities to help finance their activities.^®"^ A study sponsored by 
an industry association estimated that the Voicker rule could increase 
annua! borrowing costs for debt securities issuers by billions of 
dollars, and reduce liquidity in a wide range of markets, and 
consequently, to some extent, impede the ability of businesses to 
access capital through increases in cost of funds to borrowers.’®® 
However, other experts have asserted that the study's estimate is too 
high, in part because they believe it understates the potential for other 
firms to fill the gap left by banks and provide liquidity to the market. 

• Single counterparty credit limit: According to industry 
representatives, the Federal Reserve’s proposed single counterparty 
credit limit rule could restrict the ability of SIFIs to engage in 
derivatives transactions with each other to hedge risk. In turn, such 
interference could reduce market liquidity and result in higher funding, 
hedging, and transaction costs for businesses. 

• Mortgage*reiated reforms: The act’s provisions regulating the 
underwriting of mortgages also could restrict the availability of 
mortgage loans and raise mortgage costs for some homebuyers.’®® 


’®®GAO-11-529. 

’®^For example, industry groups have expressed concern that strict enforcement of the 
Voicker rule could cause banks to reduce or withdraw from client-driven trading activities, 
such as making markets in certain securities (which entails standing ready to buy and sell 
a security from a client even when there is no other client to take the opposite side of the 
trade) and providing hedging services to clients. While some have attempted to estimate 
the impacts of the Voldcer rule, these estimates are based on assumptions about how it 
wilt be implemented, which may differ significantly from how it is actually implemented. 

’®®Oliver Wyman. “The Voicker Rule Restrictions on Proprietary Trading; Implications for 
Market Liquidity” (Feb. 2012). 

’®®GAO, Mortgage Reform: Potential Impacts of Provisions in tee Dodd-Frank Act on 
Homebuyers and the Mortgage Market, GAO-11-656 (Washington, D.C.: July 19, 2011). 
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For example, tfie act amends the Truth in Lending Act to prohibit 
lenders from making mortgage loans without regard to borrowers’ 
ability to repay them. As described earlier in this report, lenders may 
comply wiui the ability-to-repay standard by originating qualified 
mortgages that meet criteria that will be finalized by CFPB in 
rulemaking. In addition, securitized mortgages that meet certain 
criteria and which are referred to as “qualified residential mortgages" 
(QRM), are exempt from the act's risk retention requirements. While 
there is general agreement that new Dodd-Frank rules should restrict 
certain types of risky loans and loan products that proliferated in the 
lead-up to the crisis, many market observers have expressed concern 
that these restrictions could go too far. For example, some mortgage 
industry representatives have raised concerns that including overly 
restrictive requirements for ioan-to-value and debt service-to-income 
ratios in the qualified residential mortgage criteria could restrict the 
availability of mortgages to lower-income borrowers. 

Measuring the costs of financial regulation to the broader economy is 
challenging because of the multitude of intervening variables, the 
complexity of the global financial system, and data limitations. Many of 
the rules implementing the act’s reforms have not been finalized, and it is 
difficult to predict how regulated institutions will respond to the act's 
reforms. For example, the extent to which regulated institutions pass on a 
portion of their increased costs to their customers may be impacted by 
competitive forces or other factors. Furthermore, even when the reforms 
have been fully implemented, it may not be possible to determine 
precisely the extent to which observed costs can be attributed to the act 
versus other factors, such as changes in the economy. Differences in 
assumptions about the appropriate baseline for comparison can lead to 
significant variation in estimates of the act’s impacts. As discussed below, 
other sources of uncertainty, such as the potential for regulatory 
arbitrage, add to the challenges of estimating the act’s potential costs. 

Some of the act’s reforms have the effect of transferring wealth across 
groups and may create economic costs if they result in resources being 
deployed less efficiently. For example, new assessments to fund the 


!oan-to-value ratio is the loan amount divided by the value of the home at 
mortgage origination. As the required loan-to-vaiue ratio falls, the required borrowrer down 
payment increases. The debt-service-to-income ratio represents the percentage of a 
borrower’s income that goes toward all recurring debt payments, including mortgage 
payments. 
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Financial Research Fund, which funds the operating costs of FSOC, 

OFR, and certain expenses for the implementation of the orderly 
liquidation activities of FDIC, represent an economic transfer from bank 
holding companies to the Financial Research Fund. In addition, as noted 
previously, changes in the deposit insurance fund assessment base shift 
some of the overall assessment burden from smaller banks to the largest 
institutions without affecting the overall amount of assessment revenue 
collected. Similarly, wrfiile the Durbin amendment has reduced revenues 
from interchange fees for large debit card issuers, these lost revenues will 
be offset to some extent by financial benefits to merchants who will pay 
lower interchange fees. Predicting the extent to which such transfers 
across groups could reduce economic growth is difficult, in part because 
how financial institutions will respond to these changes is unclear. For 
example, financial institutions could respond to increased assessment 
burdens or reduced revenue streams by cutting other expenses or 
increasing fees and other costs for their customers. Some market 
observers have noted that some financial institutions have increased fees 
on certain services, such as bank checking accounts, to compensate for 
lost revenues and increased fee assessments from the act. However, 
financial institutions' business strategies are Impacted by a wide range of 
factors, and determining the extent to which such increased fees can be 
attributed to the Dodd-Frank Act is difficult. 


The Potential for 
Unintended Consequences 
Adds to Challenges of 
Assessing Benefits and 
Costs 


Academics, industry representatives, and others we spoke with also have 
expressed concern about the potential for the Dodd-Frank Act’s refoims 
to have unintended consequences that could harm U.S. economic growth 
or the global competitiveness of U.S. financial markets.^^^ Experts have a 
wide range of views on the act's potential to enhance financial stability, 
with some maintaining that certain reforms could make the financial 
system more vulnerable to a crisis. For example, some experts suggest 
that higher capital, liquidity, and collateral requirements will cause 
regulated institutions to increase significantly their holdings of relatively 
safe and liquid securities, such as U.S. Treasuries. Such an outcome 
could Inflate the value of such securities and result in large losses if there 
were a sharp correction in the securities’ valuation. 


See. for example, Federal Finandai Analytics, Inc., "Strategic Regulatory Landscape; 
Regulatory Intent versus Pdicy and Market Risk in Financial-Services Industry - Capital, 
Liquidity, Rid< Management and Related Prudential Requirements” (October 201 2). 
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In addition, experts raised concerns about the potential for certain reforms 
to cause financial activities to shift to less regulated or unregulated 
markets and pose risks to U.S. financial stability. Of particular concern is 
the potential for increased regulation of U.S. financial markets to cause 
financial activities in the United States to move to foreign jurisdictions with 
less stringent r^ulations. For example, some academics and industry 
groups contend that If the United States Imposes new margin 
requirements on swaps before other countries, the swap business could 
migrate to countries with lower margin requirements. Similarly, industry 
representatives have raised concerns about the potential for the Volcker 
rule and single counterparty credit limit to disadvantage U.S. financial 
institutions relative to foreign competitors that vwl! be permitted to engage 
in proprietary trading activities outside the United States. While 
acknowledging these concerns and the need for harmonizing international 
regulatory standards, regulators noted that It can be advantageous for the 
United States to be the leader in implementing new regulatory 
safeguards. For example, when financial institutions are more resilient to 
unexpected shocks, they can continue to provide loans and other 
financial services that are important to economic growth, even during 
periods of market turmoil. 

These potential unintended consequences add to the challenge of 
assessing the costs and full impacts of the Dodd-Frank Act. Currently, the 
act is imposing costs on the financial services industry that could 
contribute to slower economic growth. At the same time, the act may help 
reduce the probability or severity of a future financial crisis, which would 
benefit the economy by preventing or mitigating crisis-related costs. 
However, the Dodd-Frank Act remains untested in a number of areas, 
has yet to be fully implemented, and leaves unresolved certain potential 
sources of system risk, such as money market funds and the tri-party 
repo market. As noted earlier, because the costs associated with a 
financial crisis can total trillions of dollars, the Dodd-Frank Act might need 
to reduce the probability of a crisis by only a small fraction for its benefits 
to equal its costs. Whether the act can achieve that outcome is unknown. 
As the impact of the act's multitude of provisions, individually or 
cumulatively, materializes, their benefits and costs will become more fully 
known and understood — enabling policy makers and regulators to revise 
the requirements, as needed, to achieve the appropriate balance between 
the act’s benefits and costs to the U.S. economy. 
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Agency Comments 


We provided a draft of this report to CFPB, CFTC, FDIC, the Federal 
Reserve, FSOC, OCC, OFR, Treasury, and SEC for their review and 
comment. We also prowded excerpts of the draft report for technical 
comment to FHFA. All of the agencies provided technical comments, 
which we have incorporated, as appropriate. 


As agreed with your offices, unless you publicly announce the contents of 
this report earlier, we plan no further distribution until 30 days from the 
report date. At that time, we will send copies to CFPB, CFTC, FDIC, 
FHFA, the Federal Reserve, FSOC, OCC, OFR, Treasury, and SEC, 
interested congressional committees, members, and others. In addition, 
this report will be available at no charge on our web site at 
http://www.gao, gov. 

Should you or your staff have questions concerning this report, please 
contact me at (202) 512-8678 or clowersa@gao.gov. Contact points for 
our Offices of Congressional Relations and Public Affairs may be found 
on the last page of this report. Key contributors to this report are listed in 
appendix IV. 

A. Nicole Glowers 
Director 

Financial Markets and 
Community Investment 
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Appendix I: Objectives, Scope, and 
Methodology 


The objectives of our report were to examine what is known about (1) the 
losses and related economic impacts associated with the 2007-2009 
financial crisis; (2) the benefits of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (the Dodd-Frank Act), particularly its key 
financial stability provisions, for the U.S. financial system and broader 
economy: and (3) the costs associated with the act, particularly its key 
financial stability provisions. 

To address our first objective, we reviewed and analyzed studies by 
regulators and academics. We conducted searches of social science, 
economic, and federal research databases, including EconLit, Google 
Scholar, and JSTOR, to identify relevant studies that examine the losses 
associated with the 2007-2009 financial crisis. To help us identify relevant 
studies, we also relied on federal agencies and academic and other 
experts. Although we found these studies to be sufficiently reliable for the 
purposes of our report, the results should not necessarily be considered 
as definitive, given the potential methodological or data limitations 
contained in the studies individually or collectively. In addition, we 
reviewed our prior work that addresses economic impacts associated with 
the crisis. Including the Impacts on the fiscal challenges faced by federal, 
state, and local governments. We interviewed federal financial regulators, 
academics, industry associations, market participants and others to 
obtain their perspectives on how the recent financial crisis impacted the 
economy and what methods have been used to quantify the economic 
impacts associated with the crisis. Based on our literature review and 
interviews with experts, we identified approaches commonly used by 
experts to quantify or describe the economic losses associated with the 
crisis, and the limitations of these approaches. For example, we 
summarized approaches used by some researchers to quantify losses 
associated with the financial crisis in terms of lost gross domestic product, 
which measures the total goods and services produced in the economy. 
To describe trends in economic measures associated with the financial 
crisis, we collected and analyzed data from the Bureau of Economic 
Analysis, the Bureau of Labor Statistics, CoreLogic, the Federal Reserve 
Flow of Funds database, and the National Bureau of Economic Research. 
Lastly, we obtained and analyzed perspectives on the role of the federal 
government’s policy interventions in mitigating the costs of the financial 
crisis. We obtained and analyzed data from government financial 
statements and other reports on the income and losses for the most 
significant government programs to assist the financial sector, including 
the Troubled Asset Relief Program, the Board of Governors of the 
Federal Reserve System’s (Federal Reserve) emergency liquidity 
programs, the Temporary Liquidity Guarantee Program, and assistance 
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Appendix i: Ot^ectives, Scope, and 
Methodology 


provided to rescue individual institutions, such as American International 
Group, Inc. and the government-sponsored enterprises. Our review did 
not consider the potential short-term and long-term impacts of other 
federal policy responses to the recession that coincided with the financial 
crisis, induding the American Recovery and Reinvestment Act of 2009. 

To address our second objective, we obtained and analyzed a broad 
range of perspectives on the potential economic benefits of the Dodd- 
Frank Act and factors that could impact the realization of these benefits. 
Using a literature search strategy similar to the one described under our 
first objective, we identified and analyzed academic and other studies that 
evaluate the potential benefits of one or more of the act’s reforms. In 
addition, we reviewed relevant reports and public statements by federal 
financial regulators, industry associations, and others. We obtained 
additional perspectives from regulators, academics, and representatives 
of industry and public interest groups through interviews and an expert 
roundtable we held with the assistance of the National Academy of 
Sciences (NAS). Based on our literature review, interviews, and expert 
roundtable, we identified provisions of the act that could have the most 
significant impacts on financial stability, and factors that could impact the 
effectiveness of these provisions. In addition, we obtained and 
summarized expert perspectives on potential benefits of the act beyond 
enhanced financial stability, such as increased consumer and investor 
protections. Finally, we reviewed and summarized approaches used by 
researchers to quantify potential benefits of the act’s reforms. Although 
we found these studies to be sufficiently reliable for the purposes of our 
report, the results should not necessarily be considered as definitive, 
given the potential methodological or data limitations contained in the 
studies individually or collectively. 

To address our third objective, we obtained and analyzed information on 
the costs of implementing the Dodd-Frank Act, including for the federal 
government, the financial sector, and the broader economy. We obtained 
and summarized data on the incremental budgetary costs associated with 
the act’s implementation for 10 federal entities (Board of Governors of the 
Federal Reserve System, Commodity Futures Trading Commission, 
Federal Deposit Insurance Corporation, Federal Housing Finance 
Agency, Office of the Comptroller of the Currency, Securities and 
Exchange Commission. Department of the Treasury, Consumer Financial 
Protection Bureau, Financial Stability Oversight Council, and the Office of 
Financial Research). We requested data on the entities’ estimates of their 
funding and full-time equivalents agency-wide and for activities related to 
the Dodd-Frank Act in 2010, 2011, 2012, and 2013. We also requested 
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that the entities Identify their sources of funding (appropriations, 
assessments of supervised institutions, revenue from investments or 
providing services, and transfers of funds from other agencies), and 
describe the extent to wrtiich new resources related to the Dodd-Frank Act 
would be funded on a one-time or recurring basis. We corroborated the 
information with other data, where available. In addition, we reviewed the 
Congressional Budget Office’s estimate of the act’s effect on the federal 
government’s direct spending and revenue and, in turn, deficit. To 
describe the potential costs for the financial sector and the broader 
economy, we reviewed published works, public statements, and other 
available analyses by financial regulators, industry representatives, 
academics, and other experts. We also obtained perspectives from 
representatives of these groups through Interviews and the expert 
roundtable we held in coordination with NAS. We also had two financial 
markets experts review a draft of our report and incorporated their 
comments, as appropriate. 

To help inform our work on the second and third objectives, we 
contracted with NAS to convene a 1-day roundtable of 14 experts to 
discuss the potential benefits and potential costs of the Dodd-Frank Act. 
The group of experts was selected with the goal of obtaining a balance of 
perspectives and Included former financial regulatory officials, 
representatives of financial institutions impacted by the act’s reforms, 
academic experts on financial regulation, a representative of a public 
interest group, and an industry analyst. The discussion was divided into 
three moderated sub-sessions. The sub-sessions addressed (1) the 
potential benefits of the act’s key financial stability reforms; (2) the 
potential costs of these key financial stability reforms; and (3) 
methodological approaches and challenges in measuring the impacts of 
the act’s reforms. For a list of the 14 experts, see appendix III. 

For parts of our methodology that involved the analysis of computer- 
processed data, we assessed the reliability of these data and determined 
that they were sufficiently reliable for our purposes. Data sets for which 
we conducted data reliability assessments include gross domestic 
product data from the Bureau of Economic Analysis; employment data 
from the Bureau of Labor Statistics; home price data from CoreLogic; 
Federal Reserve Flow of Funds data on retirement fund assets; loan 
default and foreclosure data from the Mortgage Bankers Association: and 
recession data from the National Bureau of Economic Research. We 
reviewed information on the statistical collection procedures and methods 
for these data sets to assess their reliability. In addition, we assessed the 
reliability of estimates federal entities provided for the funding resources 
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and fuil-time equivalents associated with Dodd-Frank implementation by 
comparing these estimates to agency budget documents and interviewing 
agency staff about how the data were collected. Finally, for studies that 
present quantitative estimates of the economic impacts associated with 
financial crises or financial regulatory reforms, we assessed the 
reasonableness of the methodological approaches used to generate 
these estimates. Although we found certain studies to be sufficiently 
reliable for the purposes of our report, the results should not necessarily 
be considered definitive, given the potential methodological or data 
limitations contained in the studies, individually or collectively. 

We conducted this performance audit from November 201 1 to January 
2013 in accordance with generally accepted government auditing 
standards. Those standards require that we plan and perform the audit to 
obtain sufficient, appropriate evidence to provide a reasonable basis for 
our findings and conclusions based on our audit objectives. We believe 
that the evidence obtained provides a reasonable basis for our findings 
and conclusions based on our audit objectives. 
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Appendix II: International Financial Reform 
Efforts 


Many U.S. financial firms conduct business around the world and thus 
generally are subject to rules on banking, securities, and other financial 
market activities in multiple jurisdictions. In response to the financial crisis 
that began in 2007, the United States and other countries have taken 
steps to introduce financial reforms into their domestic legal and 
regulatory systems. In parallel with these domestic reform efforts, 
international organizations have issued new standards and principles to 
guide their members’ efforts. The goal of these international efforts is to 
harmonize and coordinate views and policies across different jurisdictions 
to minimize opportunities for regulatory arbitrage — the ability of market 
participants to profit from differences in regulatory regimes between one 
jurisdiction and another. 

Examples of some of these efforts include the following: 

• The G20. a group that represents 20 of the largest global economies, 
created the Financial Stability Board (FSB) to coordinate and monitor 
international financial regulatory reform efforts, among other activities. 

• The Basel Committee on Banking Supervision (BCBS) — hosted at the 
Bank for International Settlements (BIS)— has developed a new set of 
capital and, for the first time, liquidity requirements for banks. 

• The Committee on Payment and Settlement Systems (CPSS), which 
is comprised of central banks, focuses on the efficiency and stability 
of payment, clearing, and settlement arrangements, including financial 
mai1<et infrastructures. Recently, CPSS has woi1<ed jointly with the 
International Organization of Securities Commissions (IOSCO) to 
produce a new set of prudential standards for financial market 
infrastructures. 

• IOSCO, a multilateral organization of securities market regulators, has 
issued policy documents to guide national securities commissions’ 
regulatory reform efforts. 

• "Various other forums and groups, including the International 
Association of Insurance Supervisors (lAIS), are housed at BIS and 
cooperate on financial regulatory reform initiatives. For example, the 
Joint Forum — which includes representatives of lAIS, BCBS, and 
IOSCO— works to coordinate financial services reforms. 

• Separately, multilateral organizations, such as the Internationa! 
Monetary Fund and Organization for Economic Cooperation and 
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Appendix H: Interrtatkmal Financial Refonn 

Efforts 



Development, have published research and analysis of international 
financial reforms. 



Table 5 summarizes selected international financial regulatory reform 
efforts. 

Table 5: Selected Organizations Engaged In Coordinatiort of international Financial Regulatory Reform Efforts 

Organization 

Sector 

Membership 

Purpose 

Activities 

FSB^ 

Multiple 

Finance and central bank 
officials from members of the 
G20 as well as representatives 
of other international economic 
and financial standard-setting 
organizations^’ 

Intemationai coordination of 
national financial authorities 
and intemationai standard- 
setting bodies 

Development and promotion 
of effective regulatory, 
superxflsory, and other 
financial sector policies 

Establish principles for 
financial regulatory reform 
Monitor implementation of 
financial regulatory refomis, 
issue progress reports 

BiS 

Banking 

Centi-a! banks or monetary Forum for international 

authorities of 59 economies plus cooperation among central 
the European Central Bank' banks and within financial and 

supervisory communities 

Acts as a bank for central 
banks 

Publishes economic and 
monetary research 
Counterparty for central 
banks in their financial 
transactions 

Agent or trustee in connection 
with internaticMial finanda! 
operations 

Hosts other international 
financial organizations and 
groups 

BCBS® 

Banking 

Central bank or bank 
supervisory officials 
representing 27 economies'^ 

Forum for cooperation on 
issues related to banking 
supervision 

Establishes capital and 
liquidity standards for 
member banking systems 

CPSS® 

Banking 

Central banks' payment and 
settlement offidals 

Monitor and analyze 
developments in domestic, 
cross-border, and 
multicurrency payment, 
settlement, and clearing 
systems 

Sets standards for payment, 
clearing, and settlement 
systems 

IOSCO 

Securities 

Securities regulatory officials 
from more than 100 jurisdictions 

Forum for international 
cooperation among securities 
regulators 

Facilitates standard setting 
Offers technical assistance 

iAIS® 

Insurance 

Insurance regulators and 
supervisors from more than 190 
jurisdictions® 

Forum for global insurance 
supervision 

Establishes principles, 
standards, and guidance; 
works with other counterparts 
to promote financial stability 


Source: GAO sunmary irtfoonagon coSected ftomeach orgartization's web site. 
“Hosted at the Bank for International SeWements. 


‘’FSB member ecaxxnies: Argentina. Australia, Brazil, Canada, China, France, Germany. Hong Kong 
SAR, India. Indonesia. Italy. Japai, Mewco, the Netherlands, Republic of Korea, Russia, Arabia, 
Singapore. Srxitti Africa. ^)ain. Sweden, Switzerland, Turkey, the United Kingdom, and the United 
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States. FSB htember orgarizaSons; Bank for international Settlements, European Central Bank. 
European Commi^ion, hitemaScmaf Monetary Fund, Organization for Economic Cooperation and 
Development, and The WchW Sank. CMher FSB member groupings: Basel Committee on Banking 
Supenraion, Commie on the Global Financial System. Ccwnmittee on Payment and SetHement 
Systems, Ir^ematiOf^^ Association of Irreurance Supervisors, Internationa} Accounting Standards 
Board, and the International Orgcmization of Securities Commissions. 

'BIS member cenbzrf ban!®: Algeria. Argentina. Australia. Austria, Belgium, Bosnia and Herzegovina, 
Brazil. Bulgaiia, Canada, Chile. Ouna. Colombia. Croatia, the Czech Republic. Denmark, Estonia, 
FirMar^, France. Germany, Greece, Hong Kong SAR. Hungary, Iceland, India, Indonesia, Ireland, 
Israel, Italy, Japan, Korea, Latvia. Lithuania, Luxembourg, Macedonia (FYR). Malaysia. Mexico, the 
Nethertamte, NewZe^and, Noroay. Peru, the Philippines, Pi^and. Portugal, Romania, Russia, Saudi 
Arabia, S^txa, Singapore. Stovakia, Slovenia. South Africa, Spain. Sweden. Svwtzerland, Thailand, 
Turkey, the Unfted Arab Emirates, the Urated Kingdom and the United Stales, plus the Eurc^jean 
Central Bank. 

“BCBS membCT economies: /^gentina, Australia, Belgium, Brazil. Canada, China, France. Germany, 
Hong Kor^ Irvdia. Indonesia, Italy, Japan, Korea, Luxembourg, Mexico, the Netherlands, 
Russia. Sauc^ ^abia, Singapore. South Africa. Spain, Sweden, Switzerland, Turkey, the United 
Kingd(m, and the United States. 

'InsLK-ance professionals participate as observers in some activities. 
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Appendix III: Experts Participating in the GAO 
Roundtable on the Benefits and Costs of the 
Dodd-Frank Act 


Eric Baggesen, California Public Employees’ Retirement System 

Sheila Bair, The Pew Charitable Trusts 

Robert Bliss, Wake Forest University 

Charles Calomiris, Columbia University 

Aihanassios Diplas, Deutsche Bank 

Douglas Elliott, The Brookings Institution 

Peter Fisher, BlackRock 

Sandra Lawson, Goldman Sachs 

Annette Nazareth, Davis. Polk, and Wardweil, LLP 

Karen Shaw Petrou, Federal Financial Analytics 

Matthew Richardson, New York University 

Marcus Stanley, Americans for Financial Reform 

Steve Strongin, Goldman Sachs 

Paul Voicker, Former Chairman of the Board of Governors of the Federal 
Reserve System 
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Appendix IV: GAO Contact and Staff 
Acknowledgments 


GAO Contact 


A. Nicole Glowers, (202) 512-8678 or clowersa@gao.gov 


Staff 

Acknowledgments 


In addition to the contact named above, Richard Tsuhara (Assistant 
Director), William R. Chatlos, John Fisher, Catherine Ge!b, G. Michael 
Mikota, Marc Molino, Courtney LaFountain, Robert Pollard, Jennifer 
Schwartz, Andrew J. Stephens, and Walter Vance made significant 
contributions to this report. 
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Ttiank You 


From: 

Sent: 

To: 

Subject 

Gentlemen, thank you for taking the time to update us on Friday. 

in spite of the strange market and excessive scrutiny, you have done very weiL 
Congratulations. 

1 wanted to thank you for your loyalty. 

! know you had options other thanfH^ 

Thanks for staying with us. 

Based on your performance, there's NO WAY we SHOULDN’T be a credit provider. 
Our only issue is, and it has always been, the space in which you operate. 

It has never been the service that you've provided or the way you operate. 

You've obviously done a brilliant job. 

it is the scrutiny that you, AND NOW THAT WE, are under. 

We'd like to stay in touch. 

! promise we will keep an open mind. 

Thanks again. 


i 


Executive Vice President and Manager 
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March 18, 2014 


Dear 


|recenUy performed an industry review to evaluate risk characteristics associated with 
typical customers as weli as industry trends. Such a revievii can resuit in decisions to modify policies or 
controls, set concentration limits or exit an industry outside our risk tolerance. 


During recent reviews of the payday lending Industry, we have determined that the services provided by 
clients in this industry are outside of our risk tolerance. As such, we will no longer be able to provide 
financial senrices to businesses that operate in that industry. This decision impacts your business and 
will necessitate the closing of your accounts. 


Next Steps 

The complexi ty of closing your^ ^^BJi^Baccounts and transitioning services is unique to your 
situation, andUmillllimis committed to helping you through this transition. This work wiH need to 
begin immediately. Our intention is to exit the business relationships by June 30, 2014. We understand 
that in some cases, the complexity of services may require a longer exit timelne 


We will work with you to schedule a meeting in the coming days to formalize the transition plan. 
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March 03, 2014 


Subject: TeimmaSon of Deposit Account($] and Tfeasury Management Relatidnship 
Xisf^aigtsotkccounfCsy;’ 


OearCustomerl 

HIHHI pKorms ongoing reviews of its account lelationsliips in connectidn with the Bank's 
responsibilities to oversee its banking operationa. After careful review, a busing decision bas been made to 
close yoja accojintfs) referenced above and terminate aO related Treamiy Marjageraent services (e-g. ACH 
otigjnatian seriices) assodated with tbe above accounts. 


We are writing today to let you know that the accoimtfs) and related ICeasuiy Management services and 
agreements will be terminated on May 6, 2014, We apologizcfor any inconv^ence that Ais change may 
cause you. Please use this time period bo make dtemative banking arrangements with eno&er financial 
institiitioa , 

As you make ytjur alternative arrangements, please keep the following in mindl 


Following dosure of the above menfioned accountfs), a cashier’s cheek lor all remaining collected 
end EU^able hinds in the referenced aceountfs) wiD be mailed to the ! ast address of record for your 
compajiy wethin ten (lo) buaness days of the'date the account is dose I UncoUectedfuni, if any, 
will belforwarded after cohection. Any related products or services asspdated with this account will 
also bd dosed. 


• On thd account closure date, monetary tmnsactioiis on the accountfs) WOI be blocked. *111:3 means: 

o i Up until May 6, S014, no checks or other orders of with^wal presented for payment will 
I be paid unless the account in questloa at the lime of presentmeilt cooteins eu^dent 
: coDected and available funds to cover the checks or orders o^vmidraw^ preseiited at tbe 
time. Checks drawn on your account which are present after May 6, 2014 will be retumad 
unpaid. 

o It any funds are directly deposited to this account, these depeto mil no longer be accepted 
after the account is dosed. 

o Any automatic payments from this account will be discontiiama as of May 6, 2014. 

It you have any questions, please contact your Business rektionsh 4 j manager. 
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PASE Sl/ei 




Subject: NoUffcabon of Account Cbsure(sj ending In; 

Dear. 

We are unab)e to effectively manage your Accountfs) on a ievei consistent with the heightened scrutiny 
required by ourreguletorsfor money service buslne^es due to the transactional characteristics of your 
business. 

For tills reason, please be advised ^b3t|||^||||||||||[|||||||^^ hereby exercising its contractual 

right, as set forth In the Terms and Conditions of the governing Deposit Agreement to close the rfjove 
referanced Account effective th irty {30) days fr om the date of this letter. Acco rdingly, we request that 
you accept this letter as offldal notification tbat||^^|||^||||||||||||||||| rro longer hostthe 

referenced Account(s). Please make the necessary arrangements to establish other banking 
relationships to the dosing of this Account(s) not unduly Inconvenience you. 

Any funds remaining In the Accounl(s) after the thirtieth day will be mailed to you at the address listed 
on the Accour^tfs). Cioslngofthe Account{s)daes r\ot release you from the payment of accrued fees or 
for other obligations incurred before closing {Including obligations Incurred In the process of dosing out 
the Aceount(s), or for your liability on outstanding items. 

We expect thatthb will provide you With sufficient time to move the Accounts) to another hnsnclat 
mUitutiorv. 

Your cooperation in this matter Is appreciated. 



Member FDIC 
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Your Small Business account will be closed on March 14, 

2014, and we want you to be able to plan ahead. accmm md m « 

We take a proactive approach to reviewing our customers' accounts. Most recently, we 
reviewed the nature of your business in light of current regulatory trends affecting your 
Industry. After careful consideration weVe decided to close your existing SmaS! Business 
checking account listed to the right on March 1 4. 201 4. We are giving you time to prepare. 

If you prefer, you can close your account prior to this date 

Your Deposit Agreement and disclosures, provided to you when your account was opened, 
state that the account may be closed by you or us at any time 

What you can expect 

After your closing date of March 14, 2014. we’lt mail you a cashier's check for the remaining 
balance In your account The check will be mailed to the address we have on file within 5 
business days of account closure 

What you need to know 

checks you've written on your Small Business checking account that are presented for 
payment after the account is dosed will be returned unpaid. In addition, your debit card will 
no longer access your account after it is closed. 

If your account is or becomes overdrawn, you must deposit enough cash to bring the account 
to a zero halanre 

You'll want to make other payment arrangements to any merchants or service providers that 
you're currently paying electronically through an automated payment. 

If you have a Small Business Credit Card, you will receive a separate notice regarding the 
status of that account 


Questions? 

Please call us with any questions 3t^H|||^||^^|Manday through Friday from B a m. to 8 
p.m Eastern and Saturday from Sam to 5 p m Eastern 
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Financial institution Letter 

FIL-43-2013 

Federal Deposit Insurance Corporation September 27, 2013 

550 17th Street, NW, Washington, D,C, 20429-9990 

FDIC Supervisory Approach to Payment Processing Relationships 
With Merchant Customers That Engage in Higher-Risk Activities 



Summary; The FDIC is clarifying its policy and supervisory approach related to facilitating payment 
processing services directly, or indirectly through a third party, for merchant customers engaged in 
higher-risk activities. Facilitating payment processing for merchant customers engaged in higher-risk 
activities can pose risks to financial institutions; however, those that properly manage these relationships 
and risks are neither prohibited nor discouraged from providing payment processing services to 
customers operating in compliance with applicable law. 

Statement of Applicability to Institutions With Total Assets Under $1 Billion: This Financial 
Institution Letter applies to all FDIC-supervised banks and savings associations, including community 
institutions. 


Highlights: 

• Financial institutions that provide payment 

processing services directly or indirectly for merchant 
customers engaged in higher-risk activities are 
expected to perform proper risk assessments, 
conduct due diligence to determine merchant 
customers are operating in accordance with 
applicable law, and maintain systems to monitor 
relationships over time. 


Distribution: 

FDIC-Supervised Banks (Commercial and Savir^s) 
Suggested Routing: 

Board of Directors, Senior Executive Officers, Chief 
Credit Officer. Chief information Technology Officer, 
Bank Secrecy Act Officer 

Related Topics: 

Guidance for Managing Third-Party Risk. FIL'44-2008; 
Guidance on Payment Processor Relationships, FIL- 
127-2009; 

Managing Risks In Thiirf-Party Payment Processor 
Relationships, Supervisory insights Journal, Summer 
2011 ; 

Payment Processor Relationships. Revised Guidance. 
FIL-3-2012: 

FFIEC Bank Secrecy Act/Anti-Money Laundering 
(8SA/AML) Examination Manual; and 
FFIEC Information Technology Hand book, Retail 
Payments Systems Booklet. 

Attachment: 

FDIC Supervisory Approach to Payment Processing 
Relationships With Merchant Customere That Engage in 
Higher-Risk Activities 

Contacfo: 

Mic^ei Benardo. Section Chief, Division of Risk 
Management Supervision at MBenardo@FD!C.qov w 
703-254-0450; Surge Sen. Section Chief, Division of 
Depositor and Consumer Protection at SSen@FDIC.oov 
or 202-898-6699 


Note: 

FDIC Financial Institution Letters (FILs) may be 
accessed from the FDIC's Web site at 
http://v/ww.fdic.aov/news/news/financial/2013/irKlex.html . 

To receive FILs electronically, please visit 
http://www.fdic.Qov/about/subscriPtions/fil.html . 

Paper copies may be obtained via the FDIC's Public 
information Center, 3501 Fairfax Drive, E-1002. 
Arlington, VA 22226 (877-275-3342 or 703-562-2200). 


Proper management of relationships with merchant 
customers engaged in higher-risk activities is 
essential. Financial institutions need to assure 
themselves that they are not facilitating fraudulent or 
other illegal activity. Institutions could be exposed to 
financial or legal risk should the legality of activities 
be challenged. 

FDIC’s examination focus is on assessing whether 
financial institutions are adequately overseeing 
activities and transactions they process and 
appropriately managing and mitigating risks. 
Financial institutions that have appropriate systems 
and controls will not be criticized for providing 
payment processing services to businesses 
operating In compliance with applicable law. 
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FDIC Supervisory Approach to Payment Processing Relationships With Merchant 
Customers That Engage in Higher-Risk Activities 

The FDIC is issuing this letter to clarify its policy and supervisory approach related to 
facilitating payment processing' services directly, or indirectly through a third party, for 
merchant customers engaged in higher-risk activities? Facilitating payment processing for 
merchant customers engaged in higher-risk activities can pose risks to financial institutions and 
requires due diligence and monitoring, as detailed in prior FDIC and interagency guidance and 
other information? Financial institutions that properly manage these relationships and risks are 
neither prohibited nor discouraged from providing payment processing services to customers 
operating in compliance with applicable federal and state law. 

The FDIC and other agency guidance indicate that financial institutions that provide payment 
processing services directly or indirectly for merchants engaged in higher-risk activities are 
expected to perform proper risk assessments, conduct due diligence sufficient to ascertain that 
the merchants are operating in accordance with applicable law, and maintain appropriate systems 
to monitor these relationships over time. The proper management of relationships with merchant 
customers engaged in higher-risk activities is essential. Financial institutions need to assure 
themselves that they are not facilitating fraudulent or other illegal activity. Institutions could be 
exposed to financial or legal risk should the legality of activities be challenged. 

The FDIC is aware that some payment processors or merchants may target institutions that are 
unfamiliar with the related risks or that lack proper due diligence or controls to manage these 
risks. Thus financial institutions that engage or plan to engage in these activities should review 
this guidance. The focus of FDIC examinations is to assess whether financial institutions are 
adequately overseeing activities and transactions they process and appropriately managing and 
mitigating related risks. Those that are operating with the appropriate systems and controls will 
not be criticized for providing payment processing services to businesses operating in 
compliance with applicable law. 


* Payments may be in the form of remotely created checks (also known as “Demand Drafts”), Automated Clearing House transactions, or similar 
methods. 

* Hi^er-risk activities are those that tend to display a higher incidence of consumer fraud or potentiaily illegal activities than some other 

businesses. Higher-risk activities are typically characterized by high rales of return, hi^ rales of unauthorized transactions, consumer complaints, 
or evidence of stale or federal regulatory or criminal actions against frie business customer, which indicate that the activity needs to be reviewed 
to determine whether fraialulent or illegal activity is occurring. Sec FDIC, Financial Institution Letter, Payment Processor 

Relationships, Revised Guidance issued January 2012. 

^ FDIC guidance and other information on this topic includes: 

• Financial Institution Letter. F1L-44-20Q8. Guidance for Kianaeim Third-Party Risk issued June 2008. 

• Financial Institution Letter, FIL- 127-2008, Guidance on Payment Processor Relationships issued November 2008. 

• Manasins Risks in Third-Parn Payment Processor Relationships Summer 201 1 Supervi.sory insists Journal 

• Financial institution Letter, FIL-3-20I2, Payment Processor Relationships, Revised Guidance issued January 2012. 

FFIEC guidance on this topic includes: 

• The FFIEC Bank Secrecy Act/Anti-Monev Laiinderim IBSA^AMLI Examination Manual . 

• The FFIEC Information Technology Handbook, “Retail P^roente Systems Booklet,” 
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Mr. Chairman, Ranking Member Waters, Members of the Committee, thank you for offering the 
Financial Services Roundtable ' the opportunity to present our views for the record at your 
hearing entitled: “Who’s In Your Wallet: Examining How Washington Red Tape Impairs 
Economic Freedom.” 

The member institutions of FSR believe strongly that there is a proper role for regulation in the 
financial services sector, to protect consumers and to protect the entire financial system. There 
are, however, regulatory burdens that pressure our members to stop offering financial products 
that are safe for our institutions, and provide a needed service for our customers. 

The proper level of regulatory oversight across of the financial regulatory system is obviously a 
matter of considerable debate, but it is clear that some agencies have taken a more aggressive 
posture than others. Overly prescriptive regulatory actions have led to the disappearance of a 
variety of consumer products, and we would like to take this opportunity to discuss a few of 
them. 

Credit monitoring services ojfered by financial institutions 

Credit monitoring services are used by millions of consumers to meet their needs for peace of 
mind and protection against fraud and identity theft. Instead of first using its supervisory and 
regulatory authority to engage in a public dialogue with consumers and financial services 
companies about credit monitoring, the Consumer Financial Protection Bureau (CFPB) used its 
enforcement authority to discourage financial institutions from marketing credit monitoring 
products to their customers. As a result, consumers will find that a service they wanted is no 
longer readily available from their financial institution. 

Low-balance short-term lending and free checking 

In addition, small dollar short-term lending by financial institutions has virtually disappeared. 

As a result of guidance issued by banking regulators and public statements by the CFPB, 
consumers are losing access to the more affordable short term lending products offered by 
financial institutions and having to turn to other forms of short-term and low-balance loan 
products, often from entities outside the regulated banking system. 

Some have said that they believe that financial institutions should be able to make short-term 
credit available to low-balance borrowers for under the legal APR of 36% per year. This belief 
is not supported by fact. If institutions could profitably make these loans, they would. In fact, if 
there was a long-term benefit to a company, such as by using such loans as loss-leaders, 
institutions would offer it. But unfortunately, in the current regulatory environment, it is simply 
not profitable in the short or long run. 

Not too long ago, free checking was available to most banking customers. Now, it is a rarely 
encountered product for individuals with low-balance accounts. Overdraft protection, where a 


‘ The Financial Services Roundtable (FSR) is the leading advocacy organization for America's financial services 
industry. FSR members include the leading banking. Insurance, asset management, finance and credit card 
companies in America. FSR is a CEO level organization, giving us a unique perspective on the market. 
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bank would pay a check even if there were insufficient funds, was a service of great value to 
many customers. Now, that service is no longer available to most low-balance customers. The 
reason these products are not available is because of the regulatory risk to the financial 
institution. 

These products allowed customers to bridge gaps in their financial circumstances, needs that are 
especially acute in times of economic uncertainty. Financial institutions that offered these 
services uniformly reported high customer satisfaction scores. Customers liked the lower cost, 
convenient access to credit, flexible repayment options, and the fact “their bank" offered the as 
reasons for their satisfaction. 

For all practical purposes, the guidance that the OCC and FDIC issued in November 2013 
effectively closed the door on financial institutions offering deposit advance and similar 
products. One financial institution estimated that more than 90% of the customers enrolled in its 
product would not qualify once the underwriting, cash flow analysis and recurring re- 
qualification criteria required by the regulatory guidance took effect. 

Remittances 

The CFPB’s final rule on remittances has likely reduced availability and increased costs for 
consumers seeking to remit money across borders. Although CFPB made some accommodations 
in their final rule in the face of industry and consumer concerns, the cost of compliance is 
expected to increase prices and reduce the number of financial institutions that offer remittance 
services. 

Impact of disparate impact tests on insurance products 

The Department of Housing and Urban Development has issued a rule that shifts the test for 
discrimination from intent to outcome with respect to home ownership related products, 
including homeowners’ insurance. Insurers price risk based on the property or asset, not the 
person or group. But this rule means that as insurers price risk appropriately, they may be 
subject to legal action based on the outcome of pricing that risk. 

The insurance sector is opposed to housing discrimination on the basis of race, national origin, 
religion, sex, familial status, or handicap. And state insurance rating and underwriting laws 
specifically prohibit the use of those factors. This rule fails to take into account that the long- 
standing state-based insurance regulatory structure protects consumers by requiring that 
homeowner insurance rates not be excessive, inadequate or unfairly discriminatory. The rule 
creates a dual, incompatible standard that threatens the risk-based model for insurance 
underwriting and rating, and upends the state-based compliance structure. 

Impact of Ability to Repay/Qualijied Mortgage Regulation on credit availability 

Our members continue to be concerned about the potential impact of the Ability to 
Repay/Qualified Mortgage Regulation on credit availability. While the regulation has only been 
in effect since January, it is causing lenders to utilize more conservative underwriting standards 
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to ensure they are within the QM parameters. This has the potential to limit availability to some 
borrowers who may be worthy credit candidates. Until the full impact of QM is understood and 
assessed, the regulatory impact will be to put more pressure to limit credit availability.” 

The hig picture 

We believe that regulators and the Congress need to step back and consider the impact of all of 
these rules in aggregate. Somebody needs to take the full picture of what is happening in the 
market. 

Financial institutions will always be able to make a profit on large balance customers. The goal 
of public policy should be to bring more customers into the banking system and to offer more 
innovation and choices to our customers. Unfortunately, the regulatory environment we are 
seeing develop is actually pushing people out of the banking system and is limiting the creation 
of new products and services. 

Thank you for holding this important hearing and for the opportunity to submit testimony for the 
record. 


4 
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filnngre0s of the Bniteii 

fflaaliiiigtoit, B€ 20513 
August 22, 2013 

The Honorable Eric Holder The Honorable Martin J. Gruenberg 

Attorney General Chairman 

U.S. Department of Justice Federal Deposit Insurance Commission 

950 Pennsylvania Avenue, NW 550 17'*' Street, NW 

Washington, D.C. 20530 Washington, D.C. 20429 

Dear Attorney General Holder and Chairman Gruenberg: 

It has come to our attention that the Department of Justice (DOJ) and Federal Deposit Insurance 
Corporation (FDIC) are leading a joint agency effort that, according to a DOJ official, is 
intended to “change the structures within the financial system. ..choking [online short-term 
lenders] off from the very air they need to survive."' Your efforts to stop banks from processing 
these lawful transactions would destroy many legitimate, legally compliant companies and small 
businesses, and adversely impact tens of millions of low-income American families who depend 
on short-term credit provided by online lenders because they do not qualify for traditional loans 
or credit cards. 

More than one in four American households conducts some or all of their financial transactions 
outside the mainstream banking system, according to the results of the FDIC’s 201 1 National 
Survey of Unbanked and Underbanked Households. If the government cuts off underserved 
consumers’ credit options, it will force many Americans who live paycheck-to-paycheck to turn 
to unregulated and unsafe alternatives that are much more expensive than currently available 
short-term credit products. 

We are especially troubled by reports that the DOJ and FDIC are intimidating some community 
banks and third party payment processors with threats of heightened regulatory scrutiny unless 
they cease doing business with online lenders. As a result, many banks and payment processors 
are terminating relationships with many of their long-term customers who provide underserved 
consumers with short-term credit options. 

We understand that, as with any industry, there are bad actors in online and nondepository 
lending. We support your efforts to protect consumers with disclosure rules that protect 
consumers by giving them full information. We also believe in strong enforcement of existing 
laws designed to prevent abusive lending. However, it is highly inappropriate to pre-judge an 
entire industry, or significant portions of it. Your current actions would eliminate the basic 
processing services that legitimate lenders rely upon to serve millions of Americans. A much 
more targeted approach is required. 


' Alan Zibel and Brent Kendall, Prosecutors Target Firms that Process Payments for Online Payday Lenders, 
Others, Wall Street Journal, Aug. 8, 2013, at Al, 
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Regulators must be especially careful not to impose undue restrictions on online credit services 
because many underserved consumers find it more convenient to go online than to drive to a 
storefront lender, and they enjoy the convenience and privacy that only the Internet can provide. 
These competitive advantages have made internet lending a nationwide and global business. 

Underserved consumers need more access to innovative and better-suited financial products and 
services, not less. Federal banking regulators such as the FDIC should focus on finding creative, 
realistic ways to help low-income families make ends meet, instead of cutting off access to legal 
online lenders. 

Your actions to “choke off’ short-term lenders by changing the structure of the financial system 
are outside your congressional mandate. With the enactment of the Dodd-Frank Act, Congress 
acknowledged the need for short-term credit products and did not try to limit online lender’s or 
storefront operators’ ability to offer such products. 

Dodd-Frank also included a specific provision designed to prohibit the Consumer Financial 
Protection Bureau (CFPB) from imposing rate limitations on short-term loans. Neither Dodd- 
Frank, nor any other legislation passed by Congress, has given the DOJ, FDIC or any other 
federal agency the authority to “take away the very air” that online lenders “need to survive.” 

Given the threat that the overreaching actions taken by your agencies pose to low-income 
American families who depend on short-term, online credit to pay their bills and feed their 
families, we ask that you promptly suspend any activities that could deny any lawfully operating 
lenders access to the payments system. Additionally, we strongly encourage your agencies to 
immediately stop any actions designed to pressure banks and payment processors to terminate 
business relationships with lawful lenders. 

We take the actions of your agencies very seriously and look forward to a detailed and prompt 
response. Additionally, we request that your agencies contact Chris Brown of Rep. 
Luetkemeyer’s staff f ChrisBrown@mail.house.uov or 202,225.2956) or Lara Driscoe of Rep. 
Yoder’s staff f LaraDriscoe@mail.house.gov or 202.225.2865) to arrange a staff briefing on this 
matter. 


Thank you in advance for your consideration and timely response. 




515 



Stevan P^ce / 
MemberAf Congress 


Robert Hurt 


Steve Chabot 
Member of Congress 

Robert Aderholt 


Member of Congress Member of Congress 
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U.S. Department of Justice 
Office of Legislative Affairs 


Office of the Assistant Attorney General 


Washingion, D.C. 20530 


January 2S, 2014 


The Honorable Blaine Luetkemeyer 
U.S. House of Representatives 
Washington, DC 20515 

The Honorable Kevin Yoder 
U.S. House of Representatives 
Washington, DC 20515 

Dear Congressmen Luetkemeyer and Yoder: 

This letter follows the January 9, 2014, briefing conducted by Stuart Delery, the Assistant 
Attorney General for the Civil Division, and ongoing conversations between your offices and the 
Department of Justice (the Department) on investigations targeting financial institutions and 
payment processors that have facilitated consumer fraud. 

You and your staff have indicated concerns regarding the nature of these investigations. 
Assistant Attorney General Delery noted in his meeting with you that the Civil Division would 
reiterate the goals of our investigations to interested external patties. We therefore call your 
attention to the attached letter from Assistant Attorney General Delery to the American Bankers 
Association and the Electronic Transactions Association. 

The letter reiterates that the Department does not target businesses operating within the 
bounds of the law. Specifically, Assistant Attorney General Delery noted that: 

The Department has no interest in pursuing or discouraging lawful conduct. Our policy 
is to take the steps necessary to prevent financial institutions from knowingly assisting 
fraudulent merchants that harm consumers or processing transactions while deliberately 
ignoring evidence that they are fraudulent. 

To be clear, our purpose is to investigate violations of federal law, especially those 
involving fraudulent conduct that threatens to harm the American public. We want to protect the 
public from this mass-market consumer fraud by holding accountable those banks and payment 
processors that violate federal law by facilitating fraudulent transactions. We agree, of course, 
that it is important for the Department’s public statements to be both consistent with this policy 
and sufficiently clear as to avoid any confusion on this point. 



J he Honorable Blaine I uetkemeyer 
I'he Honorable Kevin Yodci 
Page Two 
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Wc hope this infyniialion is helpful. Please do nol hesitate to contact this oflke if we 
may provide additional assistance regarding this or any other matter. 


Sincerely, 



Peter .1. Kadzik 

Principal Deputy Assistant Attomey Genera! 


iinclosure 
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li. S. Di’pailimtm (tf Jiislice 


January 22, 20 1 A 


Mr. .IctTI.. I’lagEC 
Chainnaii 

Anicrican fJankcrs Associaiiiin 
1 1 20 Ccmiiccfictit ,A\ciuic, NW 
Wa.‘:hiiigtoii, D C. 20036 

Mr. .lascm 0.\’nii!ii 
Cliiei’ l-.\fciitive Orficor 
Elcclronic Transaclion Association 
1101 !6lli Street. NW, II4Q2 
Wsishingnm. D.C' 200.26 

Dear Mk.si's, IMiigge iind O.smati: 

I tiiit vvriting coitccrniiig mi issue that nttty be nrinteresi to yotir ineinbors. and 
spceilk'iilly to cltiiil'y the Department olMiustice's polier and approach regarding cerliiin 
invc.stigiition.s into banks, payment proecs-sons. unci otlier instilution.s tlnii proees.s piiynietits Cor 
mere hunts engtiged in rnniduleni iiclivilie.s. 

I'he Deparlincnl olMnsttee i.s committed to protecting the Amcriciin people Irom 
rmiidvilent puictice.s in nil industries uithout eNcepiion 'Id the e.stent \\c linec evidence that 
an entity i.s s iolaling federal hm by engaging in oi lacihlating IVaucktlent eonduci. uc w ill lake 
iijipropitiile ineasiire.s to combat that eooelnet. 

As you may he mvarc. the Department bus engaged in earimis clTorts to eliminate fraud in 
the pay inent .system by holding lintineial services entities aeeminttibie w here such entities 
(eoniruiy to their responsibilities under lederal law ) engage in frtiud ot aid oihois who uic 
engaging in IViUicl. The Department w islie.s to make clear ll\ui the aim ol these eH'orts is to 
ccmihat ihiiid. 'I he Department has no interest iti puisuing or diseoninginu lawful eonduct Uiii 
policy is to take the steps neces.viry to pievcnl rmancial inslinilions liom knowingly as.sisling 
fraudulent mcrciuinis that hann eonsimici.s or processing transaciioiis while deliberuicly ignoriim 
ccklcnce thus they are frnutiuleni It may be relevant to our incpiiiy that o rm.mci.il msliluliun is 
imctitionally dBiegaixiing other obligaiiems under icdewl law. 

.As the FDIC‘ has rceenily clarineU, ■■.I'aciliiaiing payment jiroccssing for merehani 
eiislomcrs engaged in higher risk activities can pose risks to linsmeial inst'mitioiisnnd lequiivs 
due diligence ami mwiitoring. us detailed in prior l-DIC and interagency guidance and other 
inrormation. I'inrincial institutions lihai properly maiutge rhese rclaiicinships and risks aie neithei 
preihibited nor disminiged from providing |xiyniem pi-ocesstng service.s to customers opcralmg 
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sn eonipli.ince with ■ippiicahk fedcr-ji mid -ilaic iau, ' i-!L 4 j- 3Q!3. Moreover, ;« the 1 DlC 
Slated. ! hose Elim are operaiing vtiih the appatpriai'c sv stems aiic! cotilrals will not be criticised 
for pniv iding paymem proees.siiig sen. ices to hiisiiKsses operating in compliance with applicable 
law,'" hi 

We sliarc. these view's. The nmt of our investigations is to idcnlify and hold accniimable 
fiiuincial insliiutions tlwr arc ciigagcd in or facilrtale fraud Out policy i.s not to pcohibil or 
discotiirigc financial insliuilions from providm* payment piocessing sen ices to customers 
opcr.ifiiiB ill Ciimpliance with applicable federal and state law. and we nre commillcd to tailoring 
our !nve3tigativectTc>r!,s nccordinglt I 'inally. we will oimimie to review mir efforts to mintmiKC 
any impact anti collateral conscijiicnce.s on !ii.siiifiiions are not invesdgafmg. 

We look forwartl to ftirlhcr engagentem with you tind your colleagtics concetning 
consumer proteciion issues of nnimaf concern. 

Sinecrcly, 

Situirl I'. IJelcry' 

As-sisi.'iiit Auoriiey Ciencnil 
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dnngreaa of tffo MnitEfi §tatea 

Wasljington, B® 20515 


March 27, 2014 


The Honorable Janet Yellen 
Chair 

Board of Governors of the Federal Reserve System 
Constitution Avenue and 20'*' Street, NW 
Washington, DC 20551 

The Honorable Thomas J, Curry 
Comptroller of the Currency 
250 E Street, SW 
Washington, DC 20219 

Dear Chair Yellen and Chairman Curry: 

We write to first commend the recent efforts of federal banking and law enforcement 
agencies to eliminate fraud and illegal transactions from our nation’s payment system. We also 
write to express our grave concern regarding the unintended impact of these actions on a crucial 
segment of our financial system, including fully licensed and regulated Money Services 
Businesses (MSBs) and their legitimate customers. 

MSBs provide a wide array of important financial products and services. As far back as 
March of 2005, the Board of Governors of the Federal Reserve System (Fed), the Federal 
Deposit Insurance Commission (FDIC), the Office of the Comptroller of the Currency (OCC), 
the National Credit Union Administration, the Financial Crimes Enforcement Network, and the 
Office of Thrift Supervision recognized that "[t}he money services business industry provides 
valuable financial services, especially to individuals who may not have ready access to the 
formal banking sector." (Joint Statement, March 30, 2005). Furthermore, in serving millions of 
unbanked and underbanked consumers, MSBs are often the only providers of financial services 
in low- and moderate-income areas, where other financial services are not readily available or do 
not meet consumer needs. That is why, in part. Congress acknowledged the need for short-term 
credit products and did not limit the ability of online lenders or storefront operators to offer such 
products in the Dodd-Frank Wall Street Reform and Consumer Protection Act. For example, 
consumers who are about to have their water or electricity turned off, and need a small short- 
term loan to pay their bills are not going to be able to secure it at a traditional financial 
institution. 

Efforts to protect our constituents and American consumers as a whole from fraud must 
be balanced with the need to ensure access to regulated financial services and providers. MSBs 
operate under an extensive system of licensing, regulation, and supervision. Furthermore, at the 
federal level, the Consumer Financial Protection Bureau (CFPB) has supervisory authority over 
many of the products offered by MSBs. 
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It is our understanding that certain recent efforts of federal and state regulators to 
eliminate fraud, while laudable, have adversely impacted many legally operating MSBs and 
threaten many of the vital, regulated financial services they provide. We continue to hear from 
MSBs that are now unable to obtain basic banking services such as bank accounts and lines of 
credit. In addition, federal attempts to eliminate fraud from the Automated Clearing House 
(ACH) system have lead depository financial institutions to close access to the ACH system for 
licensed MSBs. 

Banks that have terminated these services, either directly or through ACH processors that 
serve MSBs, are reflecting blanket concerns about heightened regulatory scrutiny as opposed to 
engaging in appropriate, risk-based determinations based on individual customer circumstances. 
Therefore, legitimate, licensed MSBs are being cut off from vital banking services. In turn, as a 
result their customers may be denied access to much needed financial products and services. 
Efforts to help eliminate fraud should not come at the expense of limiting access to financial 
services for some of our most vulnerable citizens. 

It has been widely reported that FDIC and DOJ are leading a joint agency effort on this 
front, commonly referred to as Operation Choke Point, in which banks, including community 
banks, and third party payment processors face heightened regulatory scrutiny unless they cease 
doing business with online lenders. It has recently come to our attention that examiners from 
both the Fed and OCC are also playing a role in discouraging banks from processing lawful 
transactions, extending credit or holding accounts for MSBs. The reports we have received 
cause us great concern. 

Members of Congress have taken action on this issue and, as a result, both DOJ and 
FDIC have acknowledged the inappropriate targeting of lenders and intimidation of financial 
institutions. Both agencies have issued clarifying documentation specifically slating that 
financial institutions should not be penalized or scrutinized merely for maintaining relationships 
- many of which are longstanding - with lenders that comply with applicable state and federal 
laws. Those communiques are attached. Moreover, CFPB Director Richard Cordray has 
testified with regard to online lending that those acting in compliance with the law deserve 
protection, and we believe that it is important to share this message with your respective agencies 
and industry stakeholders. Likewise, we should encourage responsible insured depositories and 
state licensed providers who follow both slate and federal law to continue to provide these vital 
services to our constituents.” 

Finally, are you supporting Operation Choke Point and if so, what if any are your 
respective roles? 

While the determination to eliminate fraud is commendable and one that we fully 
support, efforts to stop banks from processing lawful transactions and maintaining financially 
sound accounts have the potential to destroy many legitimate, legally compliant lenders and 
small businesses, as well as adversely impact tens of millions of low- and moderate-income 
American families. 
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Banks should not be forced to throw out legitimate customers they have successfully 
banked for decades. Regulators should instead directly target predatory actors who are breaking 
existing laws and resist any broad approach that causes undue consequences on an entire 
industry. We thank you for your consideration of this matter and look forward to your prompt 




oQ&.CL 


Dennis A. Ross 
Member of Congress 
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Steve Stivers 
Member of Congress 



Member of Congress 




Wm. Lacy Cla/ 
Member of Congress 




Member of Congress 


Henry Cuellar j 
Member of Congress 



Member of Congress 



dimi J 


rederica Wilson 


Member of Congress 


cc: Martin J. Gruenberg, Chairman, FDIC 
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A Case Study of Remotely Created Check 
Abuse and Payment System Vulnerabilities 



Joe! M. Sweet, Trial Attorney, Consumer Protection Branch, DOJ 
(detQslse from United States Attorneys Office for the Eastern Di'^rict of Pennsytvnnia) 


Disclaimer 


Any opinions reflected in this presentation 
are those of the presenter and are not 
necessarily those of the Department of 
Justice, or any government official, 
agency, department, or branch. 

The information in this presentation is 
from public sources. 
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Mass Market Consumer Fraud 
a National Scourge 


Bernie Madoff swindled more than $408 from a select group of mostly 


Fraudsters steal more than $408 from consumers - mostly the elderly 
and those In the lower middle class - every year! 


Which Is most likely to receive attention from law enforcement, 
regulators, and the press: a single theft of $100 million, or one 
million thef^ of $100? 


Common Methods of Payment 
System Abuse 


Debit transactions originated by payment 
processors and banks on behalf of 
telemarketing and Internet fraudsters 


Phone company bills used to originate 
unauthorized charges ("cramming") 

Mortgage payment mechanisms used to 
originate unauthorized charges 
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Law Enforcement Challenges to Prosecuting 
Telemarketing/Internet Fraud 


• Jurisdictional limitations (state and international) 

• Fraudsters change corporate identities and law 
enforcement plays "whack-a-mole" 

• Victims are dispersed geographically 

> Victims cannot identify fraudsters - no face-to-face contact 

» Plausible deniability - cross-pointing among call centers, 
mail houses, fulfillment centers, payment processors, and 
banks 

• Limited investigative and prosecutorial resources 

« Limited reach of State Attorneys General and FTC ^ 


A Remotely Created Check ("RCC") 


L. •ANCOrAMSMCANA 

Cbcdif:39S33« 

1 

Me tVXinS 

F ftrtoibevtiferi’n NAITONSISTMEMBESSHIPCROUP 
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RCC Fraud: Well-Known to Banks 


"Demand drafts can be misused to commit check 
fraud. This practice involves the misuse of 
account information to obtain funds from a 
person's bank account without that person's 
signature on a negotiable instrument. . . demand 
drafts have been used by deceptive 
telemarketers who obtain bank account 
information and withdraw unauthorized funds 
from consumers' bank accounts, withouttheir 
realizing that such withdrawals are occurring " 


RCC Fraud: Well-Known to State 
Law Enforcement and FRB 


In 2005, 35 state attorneys general jointly 
request that the Federal Reserve ban RCCs 
from the payments system; 

• "demand drafts are frequently used to 
perpetrate fraud on consumers" 

« “such drafts should be eliminated" 
in favor of other forms of payment 

« If not eliminated, mandatory marking of RCCs and other 
measures to protect consumers 
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! aaKKMoDaBarawKiEcMerAfiotTFEB^ 

■“ . lam^^adtDhBwshsBdtoiMif 

daalMtireaes, hate«tod tanSs, andignmanca aii of you. » 8*<c 

som^no in the next coupteweete I may almost (In some kind of sick wa)^ 
mtes the sound of shiHsIckere saewmd otjsenaies ovM the veriScaSon 
playback. 

itxiisto «x«:. das^ wffil a Phonebook^ 
c{^8ds.«Ki 8 of soggy breads the tMndwk^ cfatb. 

VAwn you come into wart; Off Monday don't b« sad mst my cute liSiB Bss ts^ 
areand. be OBOtUM fin^ ORS of us wHi Qst to know what tteytlgm 

Ittf tiwinn bwrt i miv minhi*t twM^ rj n lllon unA nrtfrt ^ 

f liTiow the customer 

service nailer and I'm not aftaid t!> call vdth my baak rap an the tee) 


Ngw, i» I hang up my Stono Pad and daacand back m h) a wodd of 
relalKm normaDt/ 1 would Ilea Id say THAHK YOU Id svaryona. 


Sde iKite to Mcbaet How much exactly do t owe you for ttre knowtadge 
It latras a total of 1S combined brain celte and teeth to provide yt»r bank 
account Information to a sbanger on the phone to order something with as 
sb^ a name as Washballs? or; the torcwledge that old people SB Just plabi 
easy to trick? 


trtayin tou^, 
Ju^ 
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Purported Authorization Obtained 
By Telemarketer 


The Payment Process 


David XXX, Sr. 

1933-2006 


University fbotda// Coach 


Uttle League Coach 


Sunday School Teacher 


Husband, Father, 
Grandfather, Brother 












534 


A Mutually Profitable Relationship! 


Dollar value of RCCs deposited by PPC with 
Wachovia in 12-month period: $162,000,000 

Income from RCC fees: 


PPC -approx. $8,000,000 ^ 
Bank -approx. $1,900,000 I 



Wachovia: Victim or Participant? 


■ Knew or remained willfully blind to fact that 
PPC serviced mass market fraudsters 

« Ignored glaring red flags 

« Suppressed internal concerns 

w Ignored express warnings from other banks 

s Entered agreements with PPC to protect its 
own interests at the expense of the interests 
of other banks and their customers 
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PPC's Telemarketing Merchants 


Facially suspicious product offers and marketing scripts 
■ Grant offers 

• Prescription discount cards 

• Travel Programs 
» Free Gift Cards 

» Free Computers 

Merchants mostly based overseas and/or using foreign banks 

Exploited names of legitimate companies, such as Wal-Mart, 
K-Mart, Home Depot, Carnival Cruises, AIG 




» PPC merchants were fraudsters well-known to 
Better Business Bureaus, state Attorneys General, 
and consumer protection websites 
« star Communications 

• Advantage America 

• Suntasia 

* As successive payment processers were shut down 
by law enforcement, Wachovia continued to process 
RCCs for same fraudulent merchants 

24 
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s -Cha 


At inception, Wachovia anticipated returns exceeding 
35 percent (compared to approximately 1/2 of 1 
percent for all checks) 

Actual returns exceeded 50 percent 

Wachovia charged PPC substantial fee for returns 

Wachovia offered PPC volume discounts on return fees 



Return Reasons 


» More than 50 percent of PPC's returns facially identified as: 
■ UNAUTHORIZED 

• FRAUD 

• REFER TO MAKER 

» Every month Wachovia received and hand-processed 
thousands of sworn affidavits from consumers alleging 
that PPC debit transactions were not authorized 
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A Returned Item 




Chec^ a p| H na p i M a » Seet^n I €M S»c«©n’J!: 


I. Dni^t Never Authoitrad: 
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Wachovia Ignored Internal Concerns 


Return "volumes are tremendous" and "payment of 
these items is not our normal process" 

Returns Operations Supervisor to VP of Loss Management 

"Nothing [PPC] could ever do would make me 
comfortable . . 

Bank Loss Management Official after learning about Bank relationship with PPC 

After Loss Management official recommended closing 
PPC accounts, wrote "business line has assumed risk for 
the customer and decided to keep their accounts open" 

Communication between Bank Loss Management Officials 

3S 


Wachovia Ignored Internal Concerns 


"Please consider the regulatory and reputational risks 
involved here. We have now been put on notice that 
accounts at [Bank] are being used ... to further these 
schemes. 

"If PPC has in place 'a standing agreement with [Bank] to 
pay all claims without dispute,' then they know they 
have rogue telemarketers in their customer base." 

ir}ternai E-mail from Bank's In-house Counsel after receiving 
fraud wamingffom another bank 

36 
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DOUBLEYIKES!!!! 


' oea3^«mo6::»i>M 


Kitjacf CH«<l*l«W«<k«*«t2000027«>70M 


Bol];1nStn«ttfloiH4dl«ifiriihy(»teattba<xoumr^ik)MMp. iilCBBusJA«s6ef^()fVsaaM(^Kliai 
&»eftac gwV intl^<tepeaa$«fe»Ci8aa^iPdBi8f>l»«wgT8fliatf*r>i» ««<t743jOOO«lR^acpMiM. 
'nMKC»McwM»ia{^8ofA£so««sni«J«te«d^i^^ ^ aBus. 

YWESHH 

YiKESffH Mwmw. the tiSstu ^ 9m sting a»pas^ »nd am dufgtne back, an not t98.9t: Omsa 
Heiuimftlei^theis&MttolNmsofeMlfMDunL Mor*o»v.thir»ltafleVi«rtttoant.SuAtjM^ 
MSK^xarezmh S*tma<kt«ix,anfapi(nctp»bL SbQmtbAOuanSanaeettBtmR^tmaStoSuiaWa 
a{«ftfHMiSMSlswtr«fotiftoSs>AfirAm«tca (rurmy.IAaughtlHUtbsywwaiM^kvBorAirithA 
MAt* _AMk.ttMa^>(.aMk^,W/«wVAe.mu>«.^t(MAet wiDuttniganou. 

And,ihvflUnwe, butnotMfwmofathaliwanttoputlnioanota. Bo& 
Sf^ i retily t}09tf l9 laik o ycti tomonowt 

I 


Wachovia Ignored Explicit Fraud 
Warnings From Other Banks 


"The purpose of this message is to put your bank on 
notice of this situation and to ask for your assistance in 
trying to shut down this scam . . . instigate an 
investigation into whether [PPC is] conducting legitimate 
business and whether [Bank is] getting a high volume of 
return items on those accounts {that should place your 
bank on notice of potential fraud)." 

E-Mail from Citizens Bank 
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Bank's "Oral Agreement" With PPC 
To Pay All Returns 


a Intended to protect Bank's reputation rather 
than consumers 

"0]f we can find a way to pay the returns . . . without sending 
them back to other banks, 1 think that will go a long way to 
preserve our reputation. The sooner the complaint gets 
paid the quicker it goes away." 

Internal Bank e-mail 

a Demonstrates that UCC warranty rule is not 
an effective anti-fraud tool 


Money Motivates 



"[P]lease mark your calendar - we will take them 
somewhere nice for lunch. We are making a ton of 
money from them." 

Bank Relationship Manager to Senior Business 
Development Officer 

"[Tjhis is our most profitable account. $imm per year 
in profit. They have asked for Eagle tickets. What 
can we do?? They deserve them with all we make 
from them." 

Bank Relationship Manager to Senior Business 
Development Officer 
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A simple proposition. 


Mass-market scammers need access to payment systems (RCCs, ACH, CC) 
to take consumers' money. Without bank access there are no unauthorized 
withdrawals. 

Banks are stationary (no "whack-a-mole"), regulated, and are concerned 
about reputational risk. 

Banks already are required to have systems in place to prevent criminals 
from accessing the banking system. 

Cutting off the scammers' access to the payment systems Is relatively 
efficient and fast, and protects consumers prospectively as we investigate. 
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Important steps forward . . . 


» Guidance to banks from FDIC, OCC and FinCEN 

« United States v. First Bank of Delaware 

»! Financial Fraud Enforcement Task Force/Consumer 

Protection Branch efforts to choke-off fraudsters' access to 
payment systems (DOJ, FTC, FDIC-OIG, USPIS, FBI, and 
others) 

May 21, 2013: FTC Notice of Proposed Rulemaking would 
ban the use of RCCs in connection with telemarketing 

46 
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Operation Choke Point 
So far . . . 


« More than 50 subpoenas issued to banks and TPPPs. 

s: Several active criminal and civil investigations. 

•> Banks are self-disclosing problematic TPPP relationships. 

8 Banks are terminating TPPP relationships and scrutinizing 
scammer relationships. 

11 Internet Payday lending - collateral benefits. 

» Investigative support from USPIS, FBI, SIGTARP, US 5 S 


Regulatory Loophole 


« Treasury Department regulation amended in 2011 arguably 
excludes third-party payment processors from the definition 
of “money transmitter" and thus is not a Money Services 
Business ("MSB"). 

» A payment processor that originates tens of millions of 
dollars of debit transactions against consumers' bank 
accounts on behalf of Internet and telemarketing 
merchants may not be an MSB and may not be required to 
register with FinCEN or comply with the BSA. 
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DOJ’s ’Operation Choke Point’: An Attack on 
Market Economy 

William M. Isaac 
fi^AR21,2014 W.OQamEr 

History teaches that when government 
bureaucracies try to direct economies, stifled 
creativity, distorted markets and low economic 
growth are inevitable results. One of the easiest and 
most insidious ways for bureaucrats to control the 
U.S. economy is through the banks, directing who 
gets - and who can't get - loans and other essential 
banking services. That's happening today, and it 
ought to alarm and frighten all of us. 

1 opposed enactment of the Troubled Asset Relief 
Program bailout legislation during the crisis of 2008 
because I believed the legislatbn would not work, 
would exacerbate the crisis in confidence, and 
would create a political backlash that would damage 
the financial industry and economy for years to 
come. 

Tarp did not resolve, and, in fact, fed the crisis. 

Moreover, the unnecessary and unwise use of 
taxpayer money to fund Tarp led to the worst political 
and regulatory nightmare for the financial industry in 
modern history - and it's far from over. 

Apparently, the government now believes that it is 
open season on banks. A particularly egregious 
example of abuse of power involves the Department 
of Justice, apparenfiy in alliance with at least some 
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federal bank regulators. The DO J, without color of law, is engaged in a crackdown called "Operation 
Choke Point" to drive short-term, unsecured lending (commonly called payday lending) out of the 
banking system. 

Some consider payday lending predatory and uige that it be banished. They argue the interest rate is 
exorbitant, leading some borrowers to become "hooked” on a cycle of debt. Others, including myself, 
believe short-term lending is needed by tens of millions of people, and it is better to allow regulated 
financial firms to offer the product than forcing consumers into worse and more dangerous avenues 
to meet emergency financial needs. What we need is more competition to improve pricing and other 
terms. 

This debate has been going on in Congress and state legislatures for many years. Most states allow 
short-term lending subject to various regulations. Congress has thus far deferred to the states. 

The DOJ and some bank regulators are attempting to force banks out of the short-term lending 
business, including providing check clearing and other banking services to firms that offer payday 
loans and check-cashing services. It matters not that these services are lawful. It matters not that 
Congress and state legislatures have had many opportunities to shut down short-term lending and 
most have elected not to do it. 

Put aside your views of payday lending, as they are not relevant to the issue I am raising in this 
article. If government bureaucrats, acting without statutory authority, can coerce banks into denying 
services to firms engaged in lawful behavior that the government does not like, where does it stop? 
The same slippery slope that the DOJ uses today to choke off payday lenders from banking 
services could tomorrow be used on convenience stores selling large sugary sodas, restaurants 
offering foods with high trans-fat content or family planning clinics performing abortions. 

Ironically, at the same time, government is making life miserable for businesses seeking to meet 
consumer needs for emergency funds it is encouraging banks to offer services to marijuana deaiers. 
While marijuana sales are authorized in a few states, it remains a feiony in most states and under 
federal law. 

Many people get "hooked” spending a lot of money on marijuana. The same is true with gambling, 
alcohol and cigarettes. Notable differences between these businesses and payday lending are: 1) 
payday lending is providing funds to people in need, 2) payday lending is not ingested and does not 
cause bodily harm and 3) government does not derive vast amounts of revenue from payday lending. 

The point is simple and incredibly important. Under our constitutional republic and market-based 
economic system, uneiected bureaucrats should not decide which lawful businesses may have 
access to banking services and which are to be denied. People who have serious concerns about 
payday lending or check-cashing services should take their concerns to state or federal legislatures 
and attempt to enact reforms. 

The DOJ should not be involved in bank regulation to any extent whatsoever. Its job is to investigate 
and prosecute crimes. Bank regulators need to stay out of the political arena and focus all of their 
energy on ensuring banks are operating in a safe and sound manner and are complying with all laws 
and regulations. Neither the DOJ nor bank regulators should be allowed to dictate which lawful 
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businesses will be granted or denied access to banking services. 

WiHiam M. Isaac, former chairman of the Federal Deposit Insurance Corp., is global head of 
Financial Institutions far FT! Consulting and author of "Senseless Panic: HowWashington Failed 
America." The views expressed are his own. 
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National Credit Union Administration 

Office of General Counsel 
April 9, 2014 

The Honorable Maxine Waters 
Ranking Member 

House Financial Services Committee 
B-30 1 C Rayburn House Office Building 
Washington, DC 20515 

Dear Chairman Hensarling and Ranking Member Waters: 

At yesterday’s hearing entitled “Who’s in Your Wallet; Examining How Washington Red Tape 
Impairs Economic Freedom,” Congressman Brad Sherman asked a question about supplemental 
capital in relation to NCUA’s proposed rule on risk-based capital. I write to provide greater 
clarity about my response to this thoughtful question. 

NCUA currently has very limited statutory authority to establish supplemental capital that would 
benefit federally insured, consumer credit unions by enhancing their “net worth” for prompt 
corrective action purposes. Except for those credit unions designated as low-income. Congress 
limited the definition of “net worth” in the Federal Credit Union Act to retained earnings as 
defined by generally accepted accounting principles.' Therefore, unless Congress amends the 
statutory definition of “net worth,” other forms of capital, including supplemental capital, 
cannot legally be counted as “net worth” for federally insured, consumer credit unions, other 
than those with a low-income designation. 

NCUA did specifically address the issue of supplemental capital for low-income designated 
credit unions in the proposed rule on risk-based capital. NCUA would allow low-income credit 
unions to coimt supplemental capital, or “secondary capital” as it is referred to in the proposed 
rule, in the risk-based capital numerator for purposes of calculating their risk-based capital ratio. 
In other words, under the proposed rule, consumer credit unions that are authorized to issue 
supplemental capital under the Federal Credit Union Act would be allowed to enhance their risk- 
based capital ratios for prompt corrective action purposes, 

A consumer credit union’s inability to raise capital outside of retained earnings limits its ability 
to serve its members. NCUA has therefore previously encouraged Congress to consider 
authorizing healthy, well-managed consumer credit unions, as determined by the NCUA Board, 
to issue supplemental capital that will count as net worth. 

ITie House Financial Services Committee currently has under consideration H.R. 719, the 
Capital Access for Small Businesses and Jobs Act NCUA supports this legislation. This bill 
would provide consumer credit unions with an additional tool to promote sufficient capital 
stability — even under adverse economic conditions — and ensure that healthy, well-managed 


'12U.S.C. §1790d(oX2) 


The Honorable Jeb Hensarling 
Chairman 

House Financial Services Committee 
2129 Rayburn House Office Building 
Washington, DC 20515 



1775 Duke Street - Alexandria, VA 22314-3428 - 703-518-6300 
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Chairman Hensarling and Ranking Member Waters 
April 9, 2014 
Page 2 

consumer credit unions would no longer be forced to turn away deposits in order to protect their 
net worth ratios. 

In closing, NCUA welcomes comments on all aspects of the proposed rule on risk-based capital. 
Interested parties have until May 28, 2014, to comment on the proposal. NCUA also stands 
ready to work with the House Financial Services Committee on H.R. 719 or similar proposals to 
increase access to supplemental capital for healthy, well-managed consumer credit unions. 

Sincerely, 



Michael J. McKenna 
General Counsel 


cc; The Honorable Brad Sherman 
Member of Congress 
2242 Rayburn House Office Building 
Washington, DC 20515 
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Questions for Scott Alvarez. General Counsel, Board of Governors of the Federal Reserve 
System from Representative Garrett : 

la. Mr. Alvarez stated that the agencies do not have authority under the Volcker Rule 
statute to grant CLOs the workable relief that affected entities claim they need. 

Mr. Alvarez said that the statute does not contain a provision that allows grandfathering 
and also does not allow the agencies to issue an exemption merely because the banking 
entities may face losses. 

Please explain why the authority claimed by the agencies in their interim final rule on the 
treatment of TruPS CDOs (i.e., authority “under section 13 of the Bank Holding Company 
Act” (the Volcker Rule statute)) does not apply here. First, the interim final rule 
essentially grandfathers certain TruPS CDOs. Second, the interim final rule is based on a 
belief by the agencies that, absent relief, some banking entities would be required to dispose 
of their holdings of TruPS CDOs, “which, (the banking entities] contend, could have an 
immediate effect on their financial statements and their bank regulatory capital.” That is, 
the interim final rule was issued to prevent losses to these banking entities. Third, the 
interim final rule makes no finding about safety and soundness. Please address why each 
of these points is not equally applicable in the case of CLOs. 

Section 619 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank 
Act), which added a new section 1 3 to the Bank Holding Company Act of 1 956 (BHC Act), 
generally prohibits banking entities from engaging in proprietary trading and from acquiring or 
retaining an ownership interest in, or acting as sponsor to, a hedge fund or private equity fund 
(each a covered fund). After approval of the final rule implementing section 13 of the BHC Act 
(Final Rule) on December 10, 2013, a number of community banks and trade groups expressed 
concern about the potential adverse financial impact that the accounting rules would impose on 
investments covered by section 13 in collateralized debt obligations backed by trust preferred 
securities (TruPS CDOs). Further, many community banking organizations and industry 
advocates raised concerns that the Final Rule conflicted with the Congressional determination 
under section 171(b)(4)(C) of the Dodd-Frank Act to grandfather certain instruments issued by 
community banking organizations, including trust preferred securities. To your point on 
requiring some banking entities to dispose of their holdings of TruPS CDOs, a ntunber of 
community banks argued that there was an urgent need to act in light of the uncertainty about 
whether the Final Rule would require them to dispose of their holdings of TruPS CDOs, which 
community banking organizations contended could have resulted in an immediate effect on their 
financial statements and their bank regulatory capital due to accounting rules. 

After carefully reviewing this matter, the Office of the Comptroller of the Currency, the Federal 
Reserve, Federal Deposit Insurance Corporation, Securities and Exchange Commission, and the 
Commodity Futures Trading Commission (the Agencies) issued an interim final rule (Interim 
Final Rule) on January 14, 2014, that permits banking entities (regardless of size) to retain their 
existing interests in securitization vehicles primarily backed by trust preferred securities or 
subordinated debt instruments defined by reference to the standards in section 171(b)(4)(C) of 
the Dodd-Frank Act. While section 13 of the Dodd-Frank Act does not contain a provision 
grandfathering existing investments in covered funds, the Agencies took this action for TruPS 
CDOs to reconcile section 13 of the BHC Act with section 171 of the Dodd-Frank Act, which 
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ptovides for the permanent grandfathering of debt and equity securities issued before May 19, 
2010, by any depository institution holding company that had total consolidated assets of less 
than $15 billion as of December 31, 2009, or was a mutual holding company on May 19,2010. 
As explained in the Interim Final Rule, in order to avoid imposing restrictions that could 
adversely affect the TruPS CDOs market in a manner that could undercut the grandfathering 
provisions that Congress provided in section 171 of the Dodd-Frank Act, the Agencies found that 
certain TruPS CDOs should be permitted for all banking entities under section 13. 

Ownership of collateralized loan obligations (CLOs) may also be covered by section 13 of the 
BHC Act under certain circumstances. The statute contains a rule of construction that excludes 
securitizations of loans. In keeping with this statutory provision, the Final Rule excludes from 
the definition of covered fund any securitization vehicle that is comprised solely of loans and 
related servicing assets, including CLOs backed entirely by loans. Some CLOs are backed by a 
combination of loans and other, non-loan assets, such as securities. As noted above, section 13 
covers investments in these types of CLOs and does not contain a grandfather provision for these 
investments. Also, unlike the case involving TruPS CDOs, there is no conflict between this 
statutory prohibition and any other provision of the Dodd-Frank Act. Accordingly, the Agencies 
believed Congress intended that these investments be conformed to the prohibitions in section 13 
of the BHC Act. 

To address investments in CLOs that are backed in part by non-loan assets, the Federal Reserve 
issued a statement in April 2014, indicating that it intends to grant two additional one-year 
extensions of the conformance period that would allow banking entities additional time to 
conform these ownership interests and sponsorship activities to the statute and implementing 
rules. All of the agencies charged with implementing section 13 support the Federal Reserve’s 
statement. 

Data reported to the federal banking agencies by insured depository institutions, bank holding 
companies and certain savings and loan holding companies in the Call Report and Y9-C forms 
indicate that only about 50 domestic banking organizations held CLOs, both conforming and 
non-conforming, as of December 31, 2013. The data also indicate that aggregate CLO holdings 
of these banking entities reflect an overall unrealized net gain, and unrealized losses reported by 
individual banking entities are not significant relative to their tier 1 capital or income. 

Additionally, based on discussions with industry representatives and a review of data provided 
by market participants, new issuances of CLOs in late 2013 and early 2014, appear to be 
confoiming to the Final Rule, and some CLOs issued before December 31, 2013, are conforming 
their investments to the provisions of section 13. It appears, based on public data sources, that 
the current volume of new CLO issuances is higher than the volume of CLOs issued prior to the 
adoption of the Final Rule. U.S. CLO issuances have increased to a post-crisis high of 
approximately $13.8 billion in June 2014, which is the most ever issued in a single month. Total 
quarterly issuance of CLOS for the second quarter of 2014, was $37.9 billion, making it the 
largest single quarter for U.S. CLO issuance on record. 
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To the extent that the Final Rule has unintended impacts, the Agencies would evaluate and 
address those impacts within the parameters of the statute if that is possible, and otherwise 
inform Congress. 

lb. Please explain why the agencies could not use their general rulemaking authority 
under section 13(b)(2), which is what they appear to have done in the case of the interim 
final rule. 

Please see response to la. 

2. In response to a request from Congressman Stivers about the authority to grandfather 
CLOs, Mr. Alvarez replied that . . tve would have appreciated the flexibility to be different, 
but the statute is quite specific. It says that we can grant three one-year extensions, but no 
more than one at a time.” That answer, however, goes to the Federal Reserve’s authority to 
extend the conformance period and not to its general rulemaking authority under the 
Volcker Rule statute. Why does section 13(b)(2) of the statute, which requires the agencies 
to “adopt rules to carry out this section” not provide the agencies with the authority to 
grandfather legacy CLOs? 

As you note, the authority contained in section 13(b)(2) requires the Agencies to adopt rules to 
carry out the prohibitions, including exemptions to those prohibitions, contained in section 13. 
Section 13 generally prohibits a banking entity from acquiring or retaining an interest in a 
covered fund, which includes a CLO. Section 13(c)(2) of the BHC Act is specific about the 
timeframe within which each banking entity must “bring its activities and investments into 
compliance” with the requirements of section 13. The Agencies do not believe that the general 
rulemaking authority under section 13(b)(2) enables them to issue rules that are contrary to the 
explicit provision in section 13(c)(2). 

3. In adopting the Final Rule, the agencies used their rulemaking authority under section 
13(b)(2) (and not their safety and soundness exemptive authority under section 13(d)(l)(J)) 
to carve out a number of investment structures from the covered fund definition, such as 
wholly-owned subsidiaries, acquisition vehicles, and joint ventures. While we applaud the 
agencies’ recognition that the Volcker Rule was not intended to capture them, we do not 
understand why the agencies could not use the same rulemaking authority to carve out 
legacy CLOs. 

As explained in the preamble to the Final Rule, one of the purposes of section 13 appears to be to 
limit the involvement of banking entities in investments in, sponsorship of, and other 
connections with hedge funds and private equity funds. 

The Final Rule excludes a number of entities from the definition of covered fund that are not 
hedge fimds, private equity funds or other similar investment vehicles. Rather, excluded entities 
generally serve as operating entities that conduct business operations. CLOs, on the other hand, 
are investment vehicles designed to raise funds from investors for the purpose of sharing in the 
income, profits and losses from investments in the same way as a hedge fund or private equity 
fund. 
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4. Are the agencies taking the position that the statute’s rulemaking authority does not 
permit them to amend the Final Rule if it no longer makes sense, e.g., because of changes 
circumstances or new data or even if the agencies change their minds about how best to 
implement the statute? Are the agencies saying that their hands are completely tied? If so, 
please point to authority that establishes that proposition? 

To the extent that the Final Rule has unintended impacts, the Agencies would seek to evaluate 
and address those impacts within the parameters of the statute if that is possible, and to otherwise 
infomi Congress. 

5. Mr. Alvarez testified that “[T^he proposed rule had something on the order of a dozen 
questions about asset-back securitizations, including CDOs. It asked about how the ownership 
interest should be defined? How the instrument should be treated under the Volcker Rule. ” 
But the Proposed Rule was very clear that it intended to consider the concept of ownership 
interest holistically and nowhere suggested that a right to replace a manager for cause, 
without more , would by itself be considered an ownership interest. Because of this, the 
banks that hold CLO debt securities had no basis for thinking that this limited voting right 
by itself would end up constituting an ownership interest. The banks have now provided 
myriad data to show the agencies the scope of the issue. Why do the agencies feel that they 
are unable to respond adequately to this new data? Would they acknowledge that there is 
a fairness element here, and that there may not have been adequate notice that the agencies 
would go down this road? 

Subsequent to approval of the Final Rule, some commenters have requested that the Agencies 
modify the definition of “ownership interest” to exclude debt securities that have the ability to 
participate in the selection or removal of the collateral manager or similar party to a CLO. This 
approach to the definition of ownership interest would affect all types of covered funds, not just 
interests in CLOs. Consequently, staffs of the Agencies continue to review this suggestion and 
the implications this approach would have for investments in covered funds generally, including 
nonconforming CLOs and other types of covered funds. 

6. When Congress decided to exclude loan securitizations from the Voleker Rule statute, 
we intended to allow the CLO markets to continue largely as they were at the time we 
enacted the statute. At that time, 100 percent of existing CLOs held some percentage of 
debt securities. None of them were made up only of loans. Why did the Final Rule not 
provide relief for CLOs as we all understood them to exist at that time? And even if, going 
forward, we understand that new CLOs can be structured to be loan-only, why would the 
agencies not find a way to provide workable relief for CLOs that existed at the time of our 
instruction not to mess with that market? 

Section 1 3 of the BHC Act prohibits many investments that were legally permissible before its 
enactment. As noted above, the statute also contains a rule of construction that excludes 
securitizations of loans. The Agencies have tried to apply the statute to investments in CLOs 
within the constraints of the statute. 
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7. I’m interested in the Agencies’ positions regarding the non-bank SIFI designation 
process. Specifically, arc there rules, regulations or statutory language that restrict FSOC 
voting members (the Agencies’ principals), from meeting with firms that are under 
consideration for non-bank SIFI designation? Does the firm under consideration meet 
with the FSOC voting members, including Chair Yellen, Comptroller Curry, Chairman 
Gruenberg, and Chairman Matz before voting on a Notice of Proposed Designation (NPD) 
or is it after such a vote? It’s my understanding that the process, thus far, has not included 
an opportunity for a firm to make their case that they are not systemic to the FSOC voting 
members prior to the FSOC voting to designate a firm via a NPD. Do the Agencies support 
the opportunity for a firm to meet with FSOC voting members prior to a NPD vote, if the 
firm requests such opportunity? If not, please explain why any of the Agencies opposes the 
opportunity for a firm to meet with Agency principals prior to their vote on a NPD. 

Section 1 13 of the Dodd-Frank Act establishes the process for Financial Stability Oversight 
Committee (FSOC) to designate a nonbank financial company for supervision by the 
Federal Reserve Board. This statutory process includes providing the opportunity for a company 
to request a hearing, including an oral hearing, before the FSOC. To date, only one company has 
requested an oral hearing. The FSOC granted that request— representatives of the company 
presented its arguments directly to the FSOC members themselves. 

Building on the process set out in the statute, the FSOC published a rule governing how it will 
proceed in considering nonbank financial companies for a proposed and final designation. This 
rule, which was published for comment three times, provides a company additional due process 
not contained in the statute prior to a notice of proposed designation. In particular, the rules 
provide that the FSOC will provide notice to a company that it is being considered for 
designation and the company is provided the opportunity to submit in writing any arguments or 
information it believes relevant prior to a proposed designation. 

In addition, prior to developing a recommendation regarding a proposed designation, the staffs of 
the FSOC and its members engage in extensive dialogue with the company both through written 
questions and in face to face meetings. FSOC has not limited the amount or types of information 
a company may submit either to support its arguments as to why it should not be designated or in 
response to information requests. As such, a company has considerable opportunity to present its 
views, including the opportunity to meet directly with FSOC members as well as staff, before 
FSOC makes a designation. 

8. During your testimony, you stated that you would work with my office regarding the 
release of the final 2003-2008 Operations Report of the Federal Reserve Banks. Given the 
Fed’s expansive supervisory and prudential oversight functions, the release of these reports 
will facilitate appropriate Federal Reserve transparency and accountability. Will you 
provide the committee these reports for 2003-2008 period? 

Under the Federal Reserve Act, the Federal Reserve Board exercises general supervision of the 
Federal Reserve Banks and, in that capacity, the Board regularly conducts reviews of various 
Reserve Bank functions. You asked specifically about the operations reviews conducted by the 
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Board’s Divisions of Banking Supervision and Regulation and Consumer and Community 
Affairs of the supervision departments of each Reserve Bank. These reviews are typically 
scheduled on a three-year cycle. In the operations reviews, the Board reviews the effectiveness 
of each Reserve Bank’s supervision function, including functions delegated by the Board to the 
Reserve Bank. The reports are written for internal Federal Reserve use and contain confidential 
supervisory information relating to the Reserve Banks’ supervision of financial institutions, 
compliance with Board guidance, and the effectiveness of Reserve Bank management oversight. 
These reports often include information related to the specific financial institutions, which is 
non-public confidential supervisory information protected by statute. In addition, the reports 
may contain confidential personnel information. For these reasons, the Board will not be able to 
provide copies of the requested operations reviews. 

9. There have been several recent reports expressing concern about the Federal Reserve 
refusing to publicly disclose the salaries of its employees. One of these reports also found 
that the Fed’s banking regulatory counterparts were being paid exponentially more than 
other federal government employees on the GS-Scale of similar experience and time of 
service. Given the federal government's current debt of over $17 trillion and ongoing 
annual budget deficits in the hundreds of billions, it is critically important that Congress is 
able to conduct its critical oversight function on how all taxpayer dollan are being 
allocated. Will you agree to please provide either public reports of all of the individual 
employees of the Federal Reserve (similar to the U.S. Congress) or to the Committee? 

The Board publicly discloses the amount spent on salaries of Board employees in its Annual 
Report. The Board’s audited financial statements, reproduced in the Annual Report, include a 
line item that lists the amount of money the Board spends on salaries. You may find the Annual 
Report on the Board’s public website at the following link: 
http://www.federalreserve.gov/publications/annual-report/2012-contents.htm 

The Board has also published its salary structure, for non-officer employees, on its public 
website. That information can be found at the following link; 

http;//www.federalreserve.gov/careers/salary.htm. The Board also discloses, upon request, the 
salary structure for its officer employees. Enclosed is a copy of that salary structure for your 
information. 

Finally, the Board has also received requests for information about its top earners, which are 
defined as individuals who are paid a salary of $225,000 or more. In response to such requests 
the Board has provided the name, title, and division of each employee who earns $225,000 or 
above. A copy of this list is also enclosed for your information. 
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Questions for The Honorable Scott G. Alvarez. General Counsel. Board of Governors of 
the Federal Reserve System from Representative King : 

1. I am glad that representatives from the FDIC, OCC and the Fed are all here today, 
because I would like you all to comment on the Liquidity Coverage Ratio proposal your 
agencies put out to comply with the Basel Committee’s requirements. I am particularly 
concerned about how the treatment of municipal securities and deposits will affect 
municipalities - including New York City and communities affected by Superstorm Sandy 
- which depend heavily on muni bonds to fund critical infrastructure. Can you explain 
why your agencies did not grant municipal bonds status as “High Quality Liquid Assets” 
(HQLA), despite the Basel Committee’s recommendation to do so? I understand that 
under your proposal corporate bonds and even sovereign debt were given HQLA 
treatment. Why is the debt of small nations whose sovereign securities are illiquid or even 
distressed, are treated as higher quality than securities from our own states and districts? 
Can you explain that decision? 

The goal of the liquidity coverage ratio (LCR) is to ensure that covered companies are able to 
meet their short-term liquidity needs during times of stress. The inability to meet those liquidity 
needs proved to be a significant cause of the failure or near failure of several large financial 
firms during the recent financial crisis. To ensure adequate liquidity, the final rule includes as 
high-quality liquid assets (HQLA) only securities that historically have been readily convertible 
into cash with little or no loss of value during a period of stress, either by sale or through a 
repurchase transaction. The OCC, FDIC, and Board considered various types of assets for 
treatment as HQLA and evaluated relevant market data relating to the liquidity characteristics. 

Under the LCR final rule issued on September 3, 2014, securities issued by public sector entities, 
such as a state, local authority, or other govenunent subdivision below the level of a sovereign 
(including U.S. states and municipalities) do not qualify as HQLA. However, the Board has 
reviewed market data regarding municipal securities and the information provided by 
commenters and is exploring the development of a new proposal for public comment to treat as 
HQLA for purposes of the LCR requirement municipal securities that trade readily and have 
liquidity characteristics that are comparable to other HQLA assets. 

2. Your agencies’ LCR proposal also treats municipal deposits as secured transactions 
under the rule which means they would be subject to a 100% unwind for purposes of the 
ratio calculation. I am concerned this will hamper municipalities’ ability to seek the 
banking services they need to make pay-roll and fund day-to-day activities. Can you 
comment on why these deposits were treated as secured transactions under the proposal? 

Under the LCR notice of proposed rulemaking (NPR), collateralized municipal deposits would 
have been treated as secured funding transactions to permit the deposits to be eligible for lower 
outflow rate to the extent the deposits are secured by high-quality collateral. To the extent that a 
municipal deposit is not secured, the deposit would not be treated as a secured funding 
transaction. The NPR also had another feature that would have provided for a mathematical 
tmwind of all secured funding transactions to ensure that firms did not enter into secured 
transactions for the purpose of manipulating their level of HQLA to avoid the liquid asset cap 
limitations. 
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The OCC, FDIC, and the Board recently finalized the LCR on September 3, 2014. In response 
to comments regarding the application of the unwind requirement for secured funding 
transactions to municipal and certain other types of secured deposits, the agencies determined in 
the LCR final rule not to require the unwind of secured municipal deposits. 
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Questions for Scott Alvarez. General Counsel. Board of Governors of the Federal Reserve 
System from Representative Maloney ; 

1. In the letter that I, and 16 other Democrats, sent to the regulators on February 12, 2014, 
we stated that the right to vote on removing an investment manager in traditional, 
creditor-protective circumstances such as a material breach of contract should not, by 
itself, trigger an “ownership interest” under the Volcker Rule. 

The industry has requested clarification on the scope of the voting rights prong of the 
“ownership interest” definition in several letters to the regulators as well. 

Despite the considerable time that the regulators devoted to the CLO issue, neither the 
Fed’s statement nor the regulators’ joint letter to Chairman Hensarling mentioned this 
voting rights issue. 

Do the agencies plan to clarify whether such traditional, creditor-protective voting rights 
would automatically trigger an “ownership interest” under the Volcker Rule? If so, when 
do the regulators plan on issuing this clarification? 

On April 7, 2014, the Federal Reserve issued a statement that it intends to grant two additional 
one-year extensions of the conformance period under section 1 3 of the Bank Holding Company 
Act (BHC Act) that would allow banking entities additional time to conform to the statute, 
ownership interests in and sponsorship of collateralized loan obligations (CLOs) in place as of 
December 3 1, 2013, that do not qualify for the exclusion in the final rule implementing 
section 1 3 of the BHC Act (Final Rule) for loan securitizations. ‘ This would permit banking 
entities to retain until July 21, 2017, ownership interests in and sponsorship of CLOs that were 
not backed entirely by loans that were held as of December 31,2013, 

Commenters, including members of Congress and industry participants, have also requested that 
Office of Comptroller of the Currency, the Federal Reserve, Federal Deposit Insurance 
Company, the Securities and Exchange Commission and the Commodity Futures Trading 
Commission (the Agencies) modify the definition of “ownership interest” to exclude debt 
securities that have the ability to participate in the selection or removal of the collateral manager 
or similar party to a CLO. This approach to the definition of ownership interest would affect all 
types of covered funds, not just interests in CLOs. Consequently, staffs of the Agencies continue 
to review this suggestion and the implications this approach would have for investments in 
covered funds generally, including nonconforming CLOs and other types of covered fimds. 

2. In the regulators’ Joint letter on CLOs April 7, 2014, the regulators provided limited 
relief by giving banks 2 additional years to divest of their legacy CLOs — but they also said 
that banks were still undertaking a review of their CLO holdings. 


' See Board Statement Regarding the Treatment of Collateralized Loan Obligations Under Section 13 of the Bank 
Holding Company Act (Apr. 7, 2014). 
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Once the banks are finished with this review of their CLO holdings, would the regulators 
consider providing further relief based on the results of these reviews? 

As noted in the letter of April 7, 2014, data reported to the federal banking agencies by insured 
depository institutions, bank holding companies and certain savings and loan holding companies 
in the Call Report and Y9-C forms indicate that, as of December 3 1, 2013, only about 50 
domestic banking organizations held CLOs, including both CLOs that conform to the exclusion 
in the implementing rules of the Agencies, and CLOs that do not conform to that exclusion. The 
data also indicate that aggregate CLO holdings of these banking entities reflect an overall 
unrealized net gain, and unrealized losses reported by individual banking entities are not 
significant relative to their tier 1 capital or income. Additionally, based on discussions with 
industry representatives and a review of data provided by market participants, new issuances of 
CLOs in late 2013 and early 2014, appear to be conforming to the Final Rule and some CLOs 
issued before December 3 1, 2013, appear to be conforming their investments to the provisions of 
section 1 3. It appears, based on public data sources, that the current volume of new CLO 
issuances is higher than the volume of CLOs issued prior to the adoption of the Final Rule. 

U.S. CLO issuances have increased to a post-crisis high of approximately $13.8 billion in Jime 
2014, which is the most ever issued in a single month. Total quarterly issuance of CLOs for the 
second quarter of 2014, was $37.9 billion, making it the largest single quarter for U.S. CLO 
issuance on record. 

As banks continue to review their CLO holdings and provide the regulators with updated 
information, to the extent that the Final Rule has unintended impacts, the Agencies would seek to 
evaluate and address those impacts within the parameters of the statute if that is possible, and 
otherwise to inform Congress. 

3. Is the statement that the Fed released on April 7, 2014 on CLOs the consensus of the 
inter-agency working group that the regulators set up to deal with Volcker Rule issues? 

Did all of the agencies formally vote on approving the Fed’s statement on CLOs? And if 
not, why not? 

By statute, only the Federal Reserve has authority to extend the conformance period for section 
13 of the BHC Act.^ Specifically, section 13(c)(2) of the BHC Act provides that a banking entity 
must conform its activities and investments to the prohibitions and restrictions of that section and 
any final implementing regulation no later than 2 years after the statutory effective date of 
section 13, which is July 21, 2012, unless extended by the Federal Reserve. Under the statute, 
the Federal Reserve may, by rule or order, extend the two-year coirformance period not more 
than one year at a time, for a total of not more than 3 years, if in the judgment of the 
Federal Reserve, an extension is consistent with the purposes of section 13 and would not be 
detrimental to the public interest. 

Pursuant to this statutory authority, on April 7, 2014, the Federal Reserve issued a statement that 
it intends to grant two additional one-year extensions of the conformance period under section 13 


2 See 12 U.S.C. 1851(c)(2). 
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of the BHC Act that would allow banking entities additional time to conform to the statute 
ownership interests in and sponsorship of CLOs in place as of December 31,2013, that do not 
qualify for the exclusion in the final rule implementing section 13 of the BHC Act for loan 
securitizations. This would permit banking entities to retain until July 21, 2017, ownership 
interests in and sponsorship of CLOs that were not backed entirely by loans that were held as of 
December 31, 2013. 

Before taking this action, the Federal Reserve consulted with each of the Agencies responsible 
for implementing and enforcing section 13 of the BHC Act. Those Agencies supported the 
Federal Reserve’s proposed extension of time and indicated they would enforce section 13 and 
the final rule in accordance with the Board’s conformance rule, including any extension of the 
conformance period applicable to CLOs.^ 


^ See Letter to Chairman Hensarling re; CLOs (Apr. 7, 2014). 
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Questions for Scott Alvarez. General Counsel. Board of Governors of the Federal Reserve 
System from Representative Moore : 

1. On September 28, 2014, 1 was one of several Democrats that wrote Chairman 
Grnenberg to gain clarification regarding FDIC handling of bank examinations that do 
business with third-party processors and online non-bank lenders. I would appreciate 
further explanation of what your agencies are doing to coordinate with the Consumer 
Financial Protection Bureau to ensure a consistent regulatory regime of these products, 
given that the CFPB was given jurisdiction for these products under Dodd-Frank. I 
absolutely support the elimination of bad actors and unscrupulous practices that threaten 
the safety and soundness of banks, but I continue to believe that it is important for your 
agencies to work with the CFPB as not to preempt their jurisdiction over these products 
and to permit them to be lawfully offered consistent with CFPB regulations. 

You have asked how the Federal Reserve coordinates with the Consumer Financial Protection 
Bureau (CFPB) to ensure consistent regulation of products offered by third-party processors and 
online non-bank lenders. We coordinate closely with the CFPB in a number of ways. 

The Federal Reserve is responsible for ensuring that the financial institutions it supervises 
comply with applicable federal consumer financial laws. Title X of the Dodd-Frank Wall Street 
Reform and Consinner Protection Act (Dodd-Frank Act) transferred to the CFPB supervisory 
authority for insured depository institutions' with total assets in excess of $ 1 0 billion and their 
affiliates for compliance with eighteen enumerated consumer laws and their implementing 
regulations. Supervisory authority over these institutions for other federal consumer financial 
services statutes and regulations, including prohibitions on unfair and deceptive acts or practices 
under Section 5 of the Federal Trade Conunission Act, was retained by the Federal Reserve. The 
Federal Reserve also retained supervisory authority for all federal consumer financial laws and 
regulations for financial institutions with total assets of $ 1 0 billion or less. Further, the Dodd- 
Frank Act generally transferred rulewriting authority under the enumerated consumer laws to the 
CFPB. The Board consults with the CFPB on its rulemaking activities under Section 1022(b) of 
the Dodd-Frank Act, which requires the CFPB to consult with the appropriate federal agencies 
before proposing rules and during the comment process. The Dodd-Frank Act also accorded the 
CFPB supervisory and mlewriting authority over non-banks, including payday lenders, imder 
certain circumstances. 

The Dodd-Frank Act requires that the Federal Reserve and the CFPB coordinate aspects of their 
consumer compliance supervision of insured depository institutions and their affiliates, including 
scheduling of examinations; providing reciprocal opportunities to comment upon reports of 
examination prior to issuance; and reciprocally providing final reports of examination after 
issuance. In May 2012, the Federal Reserve and the other prudential regulators entered into a 
Memorandum of Understanding on Supervisory Coordination (MOU) with the CFPB. The 
MOU establishes arrangements for coordination and information sharing among the parties, as 
required under the Dodd-Frank Act. In addition, the Federal Reserve works with the CFPB and 


' Insured depository institutions supervised by the Federal Reserve are state member banks and 
insured state branches of foreign banking organizations. 
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other federal banking agencies through the FFIEC’s Task Force on Consumer Compliance to 
develop interagency examination procedures. 

As described above, the Dodd-Frank Act shifted certain federal consumer protection authorities 
and responsibilities to the CFPB, while others remained with the Federal Reserve. Further, the 
Federal Reserve’s responsibility to ensure the safety and soundness of the U.S. banking system 
and of the banking organizations it supervises remained unchanged. For example, the Federal 
Reserve examines supervised institutions’ anti-money laundering (AML) programs for 
compliance with the Bank Secrecy Act (BSA) and the USA PATRIOT Act. The Federal 
Reserve expects supervised institutions to implement appropriate BSA/AML policies and 
procedures, including regarding customer due diligence and transaction monitoring for 
suspicious activity. The FFIEC Bank Secrecy Act/Anti-Money Laundering (BSA/AML) 
examination manual addresses relationships that pose higher BSA/AML risks due to the 
activities in which they engage, including those with businesses that use the banking 
organization to transfer funds. This guidance remains the policy of the Federal Reserve. It is not 
tire Board's policy to discourage banking organizations ftom offering services to any class of 
financial service business operating within federal and state law. The Federal Reserve expects a 
banking organization that establishes relationships with customers engaging in higher-risk 
activities to identify the relevant risks and develop an effective monitoring regimen that 
addresses them. 

Generally speaking, it is critical that all federal banking regulators work together as 
cooperatively and efficiently as possible. Clear lines of communication between the Federal 
Reserve and the CFPB have been essential to both entities in carrying out the work that 
ultimately impacts the other. As with other issues of mutual interest, Federal Reserve and CFPB 
staff have maintained an ongoing dialogue about issues relating to supervisory coordination, 
third-party payment processors and payday lending. 

2. This question is regarding the recently proposed Liquidity Coverage Ratio (LCR), RIN 
1557-AD74, treatment of municipal securities as non-High-Quality Liquid Assets (HQLA). 

I would appreciate clarification regarding the extent that your office considered various, 
unique differences in the municipal market when formulating the proposal. For example, 
did you consider the differences in so-called “dollar bonds,” or those bonds of larger, 
frequent issuers, versus the bonds of less frequent issuers that trade based on yield. 

The goal of the liquidity coverage ratio (LCR) is to ensure that covered companies are able to 
meet their short-term liquidity needs during times of stress. The inability to meet those liquidity 
needs proved to be a significant cause of the failure or near failure of several large financial 
firms during the recent financial crisis. To ensure adequate liquidity, the final rule includes as 
high-quality liquid assets (HQLA) only securities that historically have been readily convertible 
into cash with little or no loss of value during a period of stress, either by sale or through a 
repurchase transaction. The OCC, FDIC, and Board considered various types of assets for 
treatment as HQLA and evaluated relevant market data relating to the liquidity characteristics. 
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Under the LCR final rule issued on September 3, 2014, securities issued by public sector entities, 
such as a state, local authority, or other government subdivision below the level of a sovereign 
(including U.S. states and municipalities) do not qualify as HQLA. However, the Board has 
reviewed market data regarding municipal securities and the information provided by 
commenters and is exploring the development of a new proposal for public comment to treat as 
HQLA for purposes of the LCR requirement municipal securities that trade readily and have 
liquidity characteristics that are comparable to other HQLA assets. 
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Questions for the Record 

Financial Services Committee Hearing: “Who’s in Your Wallet: Examiniug How Washiugton 
Red Tape Impairs Economic Freedom” 

April 8, 2014 


Representative Peter King 

Questions for the FDIC, OCC and Federal Reserve on their proposed Liquidity Coverage Ratio rule: 
1 am glad that representatives from the FDIC, OCC and the Fed are all here today, because I would 
like you all to comment on the Liquidity Coverage Ratio proposal your agencies put out to comply 
with the Basel Committee’s requirements. 1 am particularly concerned about how the treatment of 
municipal securities and deposits will affect municipalities - including New York City and 
communities affected by Superstorm Sandy - which depend heavily on muni bonds to fund critical 
infrastructure. Can you explain why your agencies did not grant municipal bonds status as “High 
Quality Liquid Assets” (HQLA), despite the Basel Committee’s recommendation to do so? 

Response: HQLA are intended to be easily and immediately convertible into cash with little or no 
loss of value during a period of liquidity stress. In the preamble to the proposed Liquidity Coverage 
Ratio (LCR) rule, the agencies stated that municipal securities are not liquid and readily-marketable 
in U.S. markets and thus do not exhibit the liquidity characteristics necessary to be included in 
HQLA, The banking agencies received many comments on the proposal related to municipal 
securities and are considering those comments as we develop a final LCR rule. The proposed LCR 
rule does not prohibit a bank from holding municipal securities, and the OCC expects banks will 
continue to make these types of investments. 

Question: 1 understand that under your proposal corporate bonds and even sovereign debt were 
given HQLA treatment. Why is the debt of small nations whose sovereign securities are illiquid or 
even distressed, are treated as higher quality than securities from our own states and districts? Can 
you explain that decision? 

Response: Under the proposal, securities that are issued or unconditionally guaranteed as to the 
timely payment of principal and interest by a sovereign entity would be HQLA. In the U.S., 
municipal securities are not unconditionally guaranteed by the federal government and, thus, do not 
qualify for HQLA under that proposed standard. 

Furthermore, in order to qualify as HQLA, a sovereign security must be liquid and readily 
marketable and: 

(A) Be assigned a zero percent risk weight under the U.S. capital rules and issued by a sovereign 
whose obligations have a proven record as a reliable source of liquidity in the repurchase and sales 
markets during stressed market conditions; or 

(B) If the sovereign security is not assigned a zero percent risk weight under the U.S. capital rules 
and the sovereign issues the security in its own currency, a bank may use the security only to meet 
the bank’s net cash outflows in the sovereign’s jurisdiction. 
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Question: Your agencies’ LCR proposal also treats municipal deposits as secured transactions 
under the rule which means they would be subject to a 100 percent unwind for purposes of the ratio 
calculation. 1 am concerned this will hamper municipalities’ ability to seek the banking services 
they need to make pay-roll and fund day-to-day activities. Can you comment on why these deposits 
were treated as secured transactions under the proposal? 

Response: The proposed rule treated municipal deposits as “secured funding transactions” 
because municipal deposits are required under state or municipal law to be collateralized. The 
proposal required banking organizations to unwind all secured funding transactions that mature 
within a 30 calendar day stress period in order to calculate HQLA. The reason for the proposal’s 
unwind treatment is to ensure that banking organizations do not artificially inflate their HQLA 
amounts by entering into repurchase and reverse repurchase transactions. The agencies received 
many comments related to municipal deposits and the proposed unwind of secured funding 
transactions and are carefully considering those comments. 

Renresentative Patrick E. Murphy 

Mr. Osterman and Ms. Friend, Operation Chokepoint was designed to go after unlawful short-term 
lenders. I strongly support efforts to protect Floridians from predatory, illegal lenders. However, 
I’m hearing from banks that they are dumping legitimate, lawfully operating short-doliar lenders 
due to reputational risk. While reputational risk is an extremely important consideration for the 
health and well-being of a financial institution, the consequence of an overly broad reputational risk 
determination would have the impact of completely putting an end to low-dollar short-term loans. 
Without access to banking services, the short term, low dollar loan industry is done. 

Not only will that undermine the good work that my state has done in regulating this industry, it will 
assume the authority, given by Congress to CFPB, which is taking a comprehensive, thoughtful 
approach. If financial regulators, under the guise of reputational risk, assume jurisdiction over 
short-term loans and effectively eliminate the product, it will cost Floridians both their hard-earned 
protections and their access to this type of credit. 

• Is the agency intending to cut off banking services from low dollar lenders? 

• Is the agency intending to shut down payday lending? 

• If not, how are examiners working to protect institutions from reputational risk without 
assuming jurisdiction via enforcement and restricting access to short-term credit? 

Response: 

The OCC is not a part of the Department of Justice’s Operation Choke Point. We do, however, 
cooperate with law enforcement investigations and the OCC routinely receives and processes 
requests for information from law enforcement agencies. 

As a general matter, the OCC does not recommend or encourage banks to engage in the wholesale 
termination of categories of customer accounts (including small dollar and payday lenders). Rather, 
we expect banks to assess the risks posed by individual customers on a case-by-case basis and to 
implement appropriate controls to manage each relationship. 


2 



570 


Outside of the enforcement context, the ultimate decision of whether to open, close, or maintain an 
account rests with the bank. In some cases, the bank may determine that it cannot effectively 
manage the risks on a cost-effective basis, and decide to close the account or exit a line of business. 
These are business decisions made by the bank itself and not dictated by the OCC. In fact, many 
banks have policies that call for them to close accounts based on certain criteria, such as after a 
certain number of Suspicious Activity Reports have been filed in connection with a customer, and 
we expect banks to comply with their own policies. 

With respect to reputation risk, the OCC considers such risk to be an important factor in the 
evaluation of the safety and soundness of the institutions we supervise. However, the OCC 
recognizes that banking is a business of assuming risks, and thus we employ a supervisory approach 
focused on evaluating risk, identifying material'and emerging problems, and ensuring that 
individual banks take their own corrective action before problems compromise their safe and sound 
operation. 

Representative Gwen Moore 
Question for Mr. Aivarez and Ms. Friend: 

This question is regarding the recently proposed Liquidity Coverage Ratio (LCR), RIN 1557-AD74, 
treatment of municipal securities as non-High-Quality Liquid Assets (HQLA). I would appreciate 
clarification regarding the extent that your office considered various, unique differences in the 
municipal market when formulating the proposal. For example, did you consider the differences in 
so-called “dollar bonds,” or those bonds of larger, frequent issuers, versus the bonds of less frequent 
issuers that trade based on yield. 

Response: In developing the LCR proposal, the agencies reviewed the liquidity characteristics of 
municipal securities. For example, the agencies reviewed municipal securities’ trading volumes, 
trading frequency, interest rate risk, and potential for price volatility. The banking agencies 
received many comments on the proposal related to municipal securities and are considering those 
comments as we develop a final LCR rule. 

Congresswoman Kvrsten Sinema 

Question for Richard J. Osterman, Acting General Counsel, Federal Deposit Insurance Corporation 
or Amy Friend, Senior Deputy Comptroller and Chief Counsel, Office of the Comptroller of the 
Currency 

It is my understanding that Operation Choke Point is intended to eliminate fraud and illegal 
transactions from our nation’s payment system. However, it has come to my attention that an online 
lead marketplace based in my district has been forced to lay off employees as a direct result of 
Operation Choke Point. What is being done to ensure that regulators are effectively eliminating 
predatory actors who are breaking existing laws and not unintentionally harming legitimate, lawful 
businesses? 

Response: 
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The OCC is not a part of the Department of Justice’s Operation Choke Point. We do, however, 
cooperate with law enforcement investigations and the OCC routinely receives and processes 
requests for information from law enforcement agencies. 

As a general matter, the OCC does not recommend or encourage banks to engage in the wholesale 
termination of categories of customer accounts. Rather, we expect banks to assess the risks posed 
by individual customers on a case-by-case basis and to implement appropriate controls to manage 
each relationship. Under the Bank Secrecy Act, institutions must have systems and controls to 
monitor accounts appropriately for potential criminal violations and suspicious activity indicative of 
money laundering or terrorist financing. If we find significant weaknesses in a bank’s systems and 
controls, we will require the bank to take appropriate corrective action. In more serious cases, we 
will require corrections through an enforcement action. In rare cases where a customer has engaged 
in suspected criminal or other illegal activity, or the bank cannot properly manage the risk of an 
activity, we may order the bank through an enforcement action to terminate the customer’s account. 

Outside of the enforcement context the ultimate decision of whether to open, close, or maintain an 
account rests with the bank. In some cases, the bank may determine that it cannot effectively 
manage the risks on a cost-effective basis, and decide to close the account or exit a line of business. 
These are business decisions made by the bank itself and not dictated by the OCC. In fact, many 
banks have policies that call for them to close accounts based on certain criteria, such as after a 
certain number of Suspicious Activity Reports have been filed in connection with a customer, and 
we expect banks to comply with their own policies. 

Congressman Scott Garrett 

The following questions to the OCC regarding the OCC’s Volcker Rule Cost-Benefit Analysis (the 
“analysis”). 

Question 1; The OCC is the only agency to have conducted an economic cost-benefit analysis of 
the Volcker rule. Did the OCC share its analysis with other regulators promulgating the rule, prior 
to when the regulators voted on the rule, and if so how much advance time was given for them to 
review the analysis? Were any prior drafts of the analysis previously circulated? If so when were 
they circulated and to whom were they circulated? 

Response: No, the OCC did not share its analysis with other agencies prior to when the regulators 
voted to approve the rule on December 10, 2013, nor were any drafts of the analysis previously 
circulated to other regulators. The OCC’s economic cost-benefit analysis of the proposed Volcker 
regulations was publicly available. 

Question 2: On page 1 of the analysis, the OCC estimates the cost of the rule at between $412 
million and $4.3 billion for entities regulated by the OCC. What portion of that estimate is a one- 
time cost, and what portion represents an annual cost? The text of the analysis is unclear on that 
basic point. 
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Response; We estimate approximately $3.7 billion in one-time costs and approximately $2.6 billion 
in recurring costs over the next four years.' One-time costs include (i) up to approximately $3.6 
billion associated with a decrease in demand following the imposition of the restriction on banks 
holding collateralized debt obligation and coliatemlized loan obligation assets (i.e., the haircut on 
impermissible covered funds) plus (ii) other one-time costs included in estimated compliance costs. 
The two largest components of one-time costs are for set-up costs associated with reporting 
requirements ($23.8 million) and establishing policies and procedures at the trading desk level 
($16.5 million). The remaining one-time costs are related to renaming covered funds and systems 
costs (associated with data collection). 

Recurring annual costs over the next four years are composed of the following three components (i) 
the cost of additional capital associated with holding permissible covered funds ($626.3 million), 

(ii) annual compliance costs ($1.9 billion), and (iii) additional OCC costs related to supervision 
($40 million). In the analysis, estimates for recurring annual costs include the cost of additional 
capital that ranges from $147.2 million to $164.8 million, additional OCC costs related to 
supervision of approximately $10 million per year, and annual compliance costs that range from 
approximately $361 million to $526 million. 

Question 3: On page 1 of the analysis, the OCC states that the final rule “will not have a significant 
economic impact on a substantial number of small OCC-supervised entities.” But later the analysis 
admits that the rule will likely diminish liquidity and increase the bid-ask spread on affected 
products, which would clearly affect small OCC-regulated entities participating in the market for 
those products. Please explain that clear inconsistency. 

Response: We do not see an inconsistency in the analysis between the Regulatory Flexibility Act 
(RFA) conclusion and the reference (on page 1 7) to research by Hasbrouck (2009) that points out 
that decreased liquidity would likely be associated with increased bid-ask spread transaction costs 
for stock market investors. 

As required by the RFA, we assessed the impact of the rule to determine if it will have a significant 
economic impact on a substantial number of small entities and concluded that the final rule will not 
have a significant economic impact on a substantial number of small OCC-regulated entities 
because (based on our estimates) the final rule will have a significant economic impact on only 
seven small banks. Additionally, as we noted on page 24, only 1 2 (of 1 ,2 1 1 smalt OCC-regulated 
entities) had average trading assets greater than zero. Additionally, because OCC-regulated 
institutions are generally not permitted to hold equities, an increase in the bid-ask spread of equities 
should not have a material impact on most small OCC-regulated entities. 

Question 4: In February Chair Yellen testified that “I wouldn’t say that short-term proprietary 
trading was the main cause of the financial crisis.” Do you agree with Chair Yellen? 

Response: The financial crisis had a myriad of causes. Ultimately, Congress determined that short- 
term proprietary trading by insured depository institutions and their affiliates posed undue risks to 
the financial system that needed to be addressed. As the Comptroller noted in the statement he 
made when the Volcker regulations were approved, the Volcker Rule was one of the important 


' The range of costs shown on page 1 of the analysis is for a one-year period. In contrast, this response details costs 
over a four-year period. 
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measures Congress adopted in the Dodd-Frank Act to ensure the safety and soundness of the U.S. 
banking system. 

Question 5 : On page 1 of the analysis, in describing the benefits of the Volcker rule, the OCC states 
that “certain benefits of the regulation can be difficult to quantify including the value of enhanced 
economic stability and benefits associated with reduced risk.” How can a primary benefit of the 
Volcker Rule be economic stability if proprietary trading wasn’t a major cause of the financial 
crisis? 

Response: The Volcker Rule makes the financial system safer by prohibiting banks from engaging 
in the kinds of short-term trading activities that, as recently as 2012, resulted in several billions of 
dollars in losses, by preventing banks from bailing out funds in which they invest, and prohibiting 
banks from engaging in transactions that result in a material conflict of interest or material exposure 
to high-risk assets or high-risk trading strategies. 

Question 6: Does the analysis comply with White House OMB Circular A-4? 

Response: In general, OMB’s Circular A-4 provides guidance on how those agencies that are 
required to comply with Executive Order (EO) 1 2866 should prepare an analysis to evaluate 
proposed rules and to leam if the benefits of a rule are likely to justify the costs. The OCC is not 
required to comply with EO 12866. However, consistent with the OCC’s procedures, staff used 
Circular A-4 as a reference tool when they were developing the analysis, and the analysis is 
generally consistent with the circular’s key elements. 

Question 7; Are you aware that Circular A-4 requires the use of a pre-statute baseline in an 
analysis of this type? 

Response: We do not interpret Circular A-4 to specify the use of a particular baseline. However, 
Circular A-4 does require that agencies “evaluate benefits and costs against the same baseline” — 
something the OCC does in its analyses. 

Circular A-4 states that — 

“In some cases, substantial portions of a rule may simply restate statutory requirements that 
would be self-implementing, even in the absence of the regulatory action. In these cases, you 
should use a pre-statute baseline.”^ 

As we note in our analysis, because the rules issued to implement section 619 of the Dodd-Frank 
Act do not simply restate statutory requirements the baseline represents ‘the way the world would 
look absent the proposed action.’ 

Question 8: If you are determined to conduct an analysis that does not comply with the White 
House’s standard, and use instead only a post-statute baseline for this analysis, did you include in 
the post-statute baseline an assumption that the baseline case would involve you utilizing your full 
authority to make exception for “any other activity determined by the Agencies, by rule, to promote 


“ See page 16. 
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and protect safety and soundness of the banking entity and the financial stability of the United 
States”? 


Response: No, we did not include this assumption in our analysis. As noted in the response to Q7 
above, because the baseline represents the way the world would look absent the regulatory action, 
the baseline does not include any assumptions about exceptions the Agencies did or did not include 
in the final rule. Moreover, in the final rule the Agencies did not exercise the exception authority 
referred to in the question. 

Question 9: It remains unclear how the financial regulators responsible for implementing the 
Voicker rule intend to coordinate to ensure that agencies do not impose inconsistent requirements. 
Have you considered entering into a memorandum of understanding, with the other regulators 
implementing Voicker, to provide for mutual recognition with respect to agency guidance that a 
particular course of action does not violate the Voicker rule’s prohibitions? 

Response: The five rule-writing agencies have agreed to work together to develop consistent 
interpretations of the Voicker regulations. Agency staffs meet weekly to discuss issues raised and 
to develop responses to significant or frequently asked questions. On June 10, 2014, the OCC and 
the other four agencies published on their respective websites the first set of Frequently Asked 
Questions with uniform answers to six questions. These FAQs appear on the OCC’s website at 
www.occ.gov/topics/caDital-markets/financial-markets/trading/volcker-rule- 
implementation/volcker-rule-implementation-fags . 

Question 10: On page 14 of the analysis, you seem to equate the price impact on debt of a 
downgrade in an insurance company’s credit rating with the price impact on debt of a significant 
decline in the liquidity of instruments resulting from a selloff required by the Voicker rule. How 
can you assume that a credit event and a regulatory event will have the same price impact? Are all 
events that might affect the value of corporate debt alike, such that they would all affect the cost of 
debt in exactly the same way? When the OCC regulates risk management of the banks it charters, 
does it assume that the different risks affecting the value of a bank’s holdings are all equal in 
magnitude? 

Response: The analysis does not equate “the price impact on debt of a downgrade in an insurance 
company’s credit rating” to the possible “price impact on debt of a significant decline in the 
liquidity of instruments resulting from a selloff required by the Voicker rule.” Nor does the analysis 
assume “that a credit event and a regulatory event will have the same price impact.” 

On page 14 of the analysis we use research findings from Ellul, et al. (201 1)^ that show how a 
decrease in demand “from regulated insurance companies that face regulatory restrictions” have a 
negative impact on corporate bond prices. Research by Ellul, et al. suggests that issuers’ corporate 
bond prices drop roughly 1 1 percent following downgrades in issuers’ credit ratings from 
investment grades to speculative grades. The authors show that bond prices drop following the 
downgrades because of the decrease in demand for these bonds by insurance companies that face 
regulatory restrictions in holding speculative grade bonds. Because the decrease in bond prices 
found by Ellul, et al. occurred following bond rating downgrades, we expect that part of the drop in 


’ Ellul, Andrew and Jotikasthira, Chotibhak and Lundblad, Christian T., “Regulatory Pres.sure and Fire Sales in the 
Corporate Bond Journal of Financial Economics, 101,3 (September 201 1). 
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prices they observed could have been due to both increased default risk and lower demand for the 
bonds.'' 

As we noted on page 14 of the analysis, because we are interested only in the decline associated 
with a lower demand, we also looked to research conducted by Longstaff, Mithal, and Neis (2005), 
who find that default risk explains 50 percent of the AAa/Aa corporate bond yield/Treasury yield 
spread.'’ Based on analysis from Longstaff, et al., we estimate that the market value of banks’ 
investments in impermissible covered funds will drop 5.5 percent (1 1 percent X ,50 = 5.5 percent 
due to decreased demand). 

Question 1 1 : The analysis references “non-monetized costs” on page 15. Does guidance on cost- 
benefit analysis from the White House Office of Management and Budget, including its Circular A- 
4, provide a framework to monetize those costs? If that White House guidance can provide a 
framework to monetize the impact of EPA or DOT regulation of environmental pollution or traffic 
safety regulations on human life, how can you assert that the costs and benefits you reference 
cannot be effectively monetized? 

Response: The OCC does not assert in the analysis that the non-monetized costs cannot be 
quantified or monetized. In the analysis we state that “our cost estimate does not capture some 
costs that are quantifiable but difficult to estimate, such as indirect costs due to decreased market 
liquidity and the impact this decrease in liquidity may have on the market value of some assets and 
the cost to corporations of issuing debt.” In our opinion. Circular A-4 does not provide a 
framework to monetize the costs described above that our estimate did not capture. Among other 
issues. Circular A-4 instructs agencies that they should not include transfer payments in the 
estimates of the benefits and costs of a regulation.* Cochrane (2014) observes that financial 
regulations essentially regulate transfers that would be neutral in cost-benefit analysis.’ 

Although Circular A-4 provides guidance, it does not provide a clear framework for monetizing all 
costs (or benefits). In addition to Circular A-4, there is extensive literature in economics 
establishing a framework for benefit-cost analysis (BCA) in environmental, health and safety, and 
antitrust analysis. However, Posner and Weyl (2013) note that they are not aware of “any 
analogous literature in financial economics.”* Coates (2014) observes that quantifiable cost-benefit 
analysis (CBA) of financial rules such as the Volcker Rule would, among other things, be “highly 
contestable and sensitive to modeling assumptions.”* Additionally, Cochrane (2014) notes that 
financial cause and effect is nebulous and that CBA requires a codification of procedure such as 


* Ellul, et at show that after 35 weeks the price drop is reversed because other market participants step in and purchase 
the excess supply of bonds. We anticipate a drop in the prices — or fair value — that would not reverse once the 
market becomes aware of the rule’s restrictions because of the illiquid nature of the market for Collateralized Debt 
Obiigation and Collateralized Loan Obligation assets held by banking entities. 

’ Longstaff, Francis, Sanjay Mithal, Eric Neis, “Coiporate Yield Spreads: Default Risk or Liquidity ? New Evidence 
from the Credit Default Swap Market,” The Journal of Finance, 60,5 (October 2005). 

’’ See page 38. “Transfer payments are monetary payments from one group to another that do not affect total resources 
available to society.” 

’ Cochrane, John H., Cost-Benefit Analysis for Financial Regulation. (February 26, 2014). 

® Posner, Eric A. and Weyl, E. Glen, Benefit-Cost Analysis for Financial Regulation. (January 10, 2013),.fmmc'an 
Economic Review, Vol. 103, No. 3, 2013. 

” Coates, IV, John C., Cost-Benefit Analysis of Financial Regulation : Case Studies and Implications, (January 6, 2014), 
European Corporate Governance Institute (ECGI) - Law Working Paper No. 234/2014; Harvard Public Law Working 
Paper No. 14-05. 
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“what constitutes acceptable ‘science,’ [and] which cause and effect mechanisms matter [and that 
the] state of knowledge and professional agreement in financial economics does not approach this 


Question 12: On page 17 the analysis references the impact of reduced liquidity on the bid-ask 
spreads in equity markets. Did you perform a similar analysis for the bond market? 

Response: No. 

Question 13: On page 21 of the analysis, you seem to embrace the argument that stock market 
liquidity is harmful. Instead you suggest that financial regulators should adopt rules designed to 
limit liquidity and make it more difficult for shareholders to exit their positions. Such a policy 
would have considerable wealth effects on the cost of trading for retail investors. It also appears to 
stand at odds with the Securities and Exchange Commission’s longstanding policy of encouraging 
material and accurate disclosure to investors to encourage the price discovery function of capital 
markets. You may be aware that meaningful price discovery requires active trading in liquid 
markets. Does your position in this analysis represent a fundamental disagreement between the 
SEC and the OCC that could imperil efforts to coordinate between the two agencies going forward? 

Response: We do not believe that stock market liquidity is harmful. Nor does the analysis state or 
suggest that “financial regulators should adopt rules designed to limit liquidity and make it more 
difficult for shareholders to exit their positions.” Our analysis was not intended to suggest a 
disagreement between the SEC and the OCC. 

The following question is to the FRB, CFPB, OCC, FDIC and NCUA (the Agencies) regarding the 
nonbank SIFI designation process. 

I’m interested in the Agencies’ positions regarding the non-bank SIFI designation process. 
Specifically, are there rules, regulations or statutory language that restrict FSOC voting members 
(the Agencies’ principals), from meeting with firms that are under consideration for non-bank SIFI 
designation? Does the firm under consideration meet with the FSOC voting members, including 
Chair Yellen, Comptroller Curry, Chairman Gruenberg, and Chairman Matz before voting on a 
Notice of Proposed Designation (NDP) or is it after such a vote? It’s my understanding that the 
process, thus far, has not included an opportunity for a firm to make their case that they are not 
systemic to the FSOC voting members prior to the FSOC voting to designate a firm via a NPD vote, 
if the firm requests such opportunity? If not, please explain why any of the Agencies opposes the 
opportunity for a firm to meet with Agency principals prior to their vote on NPD. 

Response: There are no FSOC-related rules or regulations that govern or restrict an FSOC principal 
from meeting with firms that are under consideration by FSOC for a non-bank SIFI designation. 
However, because such decisions are formal, appealable actions, the Council generally discourages 
individual meetings with Council members in order to ensure that all Council members consider the 
same information for any designation decision. It is important to note that there are extensive 
conversations between a firm and Council members’ staffs before any final designation decision is 
made. This process begins with a written notice from the Council that the Council is considering 
whether to make a proposed determination and invites the firm to provide additional material. This 


Cochrane, John H., Cost-Benefit Analysis as a Framework for Financial Regulation (February 16, 2014). 
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notice is followed shortly thereafter with a detailed list of questions from FSOC to the firm for 
specific information and data that the Council intends to analyze when making its assessment. The 
information request is organized by the transmission chatmeis that the Council published in its 
interpretative guidance and provides a roadmap of the key risk factors and metrics that the Council 
intends to explore. This stage of the process is iterative, and firms have the opportunity to respond 
to any preliminary assessments through the submission of written materials and meetings and 
discussions with Council staff. This stage of the designation process typically spans a number of 
months and involves numerous meetings and follow up discussions between the firm and staffs 
regarding the materials submitted by the firm. Throughout the process, senior members of FSOC 
and Council member’ staffs are kept informed of the nature of the discussions and are invited to 
participate in meetings with the firm. The materials and arguments presented by the firm against its 
designation are summarized in the case decision memorandum provided by staff to Council 
members and are part of the Council’s administrative record. Council members have full access to 
any and all of the detailed information submitted by a firm should they want to review that 
information. 


10 
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“Who’s in Your Wallet: 

Examining How Washington Red Tape Impairs Economic Freedom” 
House Committee on Financial Services Hearing 
April 8, 2014 

Meredith Fuchs, General Counsel 
Consumer Financial Protection Bureau 


Questions for the Record Submitted by Rep. Andv Barr: 

1 . Ms. Fuchs, in previous hearings before this Committee, Director Cordray indicated that 
the CFPB is looking at possible changes to mortgage rules, including a re-evaluation of 
the definition of rural areas. When can we expect these revisions to become finalized? 

In this evaluation, will the Bureau look at minimizing burdens on community financial 
institutions? If not, why not? 

Response: 

The Consumer Financial Protection Bureau (Bureau) is providing a two-year transition period 
during which small creditors can originate balloon payment qualified mortgages even if they do 
not operate predominantly in rural or underserved areas. In addition to providing time for small 
creditors to further develop their capacity to offer adjustable-rate mortgages, the Bureau expects 
to re-examine the definitions of rural or underserved during this time to determine, among other 
things, whether these definitions accurately identify communities in which there are limitations 
on access to credit and whether it is feasible to develop definitions that are more accurate or 
more precise. The Bureau is in the process of research and analysis to deepen our understanding 
of small creditors’ origination of both balloon and adjustable rate mortgages and the implications 
of the Dodd-Frank Wall Street Reform and Consumer Protection Act provisions on access to 
credit. The Bureau is taking a holistic approach to better understand the issues regarding 
consumer protection, state regulation, technical systems, compliance processes, credit risk 
management, and other considerations that prompt small creditors to offer balloon loan products, 
and the potential transition issues in converting to other loan offerings. These efforts are being 
undertaken for the puipose of ensuring access to markets for consumer financial products and 
services for all consumers, while seeking to minimize burdens on financial institutions. This is a 
complicated topic that requires time. 


Questions for the Record Submitted by Rep. Keith Ellison: 

1 . I have reviewed the consent order between the Department of Justice, CFPB and Ally 
Financial Inc. and Ally Bank, which required Ally to pay $80 million in damages to 
235,000 minority borrowers who paid higher interest rates for their auto loans relative to 
similarly situated non-Hispanic white borrowers. In addition. Ally was also ordered to 
pay $18 million in penalties; http://www.consumerfinance.gov/newsroom/cfDb-and-doi- 
order-allv-to-Dav-80-million-toconsumers-harmed-bv-discriminatorv-auto-loan-pricing/ . 
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This order is the federal government’s largest-ever auto loan discrimination settlement. I 
am pleased to see CFPB’s strong response to discriminatory practices in lending markets. 

a. I understand that the CFPB cannot discuss current investigations, however, can you 
tell me how many cases the CFPB referred to the Department of Justice as possible 
violations of the Equal Credit Opportunity Act regarding possible discrimination in 
auto lending? 


Response: 

The Consumer Financial Protection Bureau (Bureau), along with the other federal agencies 
which have responsibility for enforcement of the Equal Credit Opportunity Act (ECOA), refers 
certain matters to the Department of Justice (DOJ) when it has reason to believe that a creditor 
has engaged in a pattern or practice of lending discrimination. In our recent Fair Lending 
Report', we stated that the Bureau made one auto lending-related referral to the DOJ, and 
subsequently took joint enforcement action with the DOJ against that indirect auto lender for 
violations of ECOA. Since the period covered in the report, the Bureau has referred several 
additional auto lending-related matters to the DOJ. 

b. Can you tell us what the CFPB has discovered generally with regard to policies that 
exist in the indirect auto lending market that may have resulted in higher interest rates 
or less favorable loans provided to African American, Latino and Asian Pacific 
American borrowers? 

Response: 

As noted in the Bureau’s bulletin. Indirect Auto Lending and Compliance with the Equal Credit 
Opportunity Aci^^ (Auto Bulletin), many of the indirect auto lenders subject to the Bureau’s 
supervisory authority have policies that allow auto dealers discretion to mark up established buy 
rates and compensate dealers based on those markups. Historically, the failure to properly or 
consistently monitor discretionary policies and practices for compliance with anti-discrimination 
laws has been a contributing factor in discrimination in auto lending and in other product 


' See Consumer Financial Protection Bureau, Fair Lending Report of the Consumer Financial 
Protection Bureau (Apr. 30, 2014), available at 

http://files.consumerfinance.gOv/f/201404 cfpb report fair-lending.ndf . 

^ Consumer Financial Protection Bureau, CFPB Bulletin 2013-02, Indirect Auto Lending and 
Compliance with the Equal Credit Opportunity Act (Mar. 21, 2013), available at 
httD://files.consumerfinance.gov/f/201303 cfpb march -Auto-Finance-Bulletin.pdf . 
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markets, like mortgages. This pattern has been documented by scholars^ and is reflected in 
relevant case law'' and DOJ enforcement actions.^ 

c. On March 21, 2013, the CFPB published guidance on Fair Lending Practices to 
Indirect Auto Lenders: http://www.consumerfinance.gov/newsroom/consumer- 
financial-protection-bureau-to-hold-auto-lenders-accountable-for-illegal- 
discriminatorv-markup/ . What led the Bureau to issue this guidance? Why was 
guidance issued instead of a regulation? 

Response: 

As you know, the ECOA and its implementing regulation. Regulation B, which was the result of 
notice and comment, make it illegal for a “creditor” to discriminate in any aspect of a credit 
transaction because of race, color, religion, national origin, sex, marital status, age, receipt of 
income from any public assistance program, or the exercise, in good faith, of a right under the 
Consumer Credit Protection Act. 

Many of the indirect auto lenders subject to the Bureau’s supervisory autliority have polic ies that 
allow auto dealers discretion to mark up established buy rates and compensate dealers based on 
those markups. As noted in the Auto Bulletin, “Because of the incentives these policies create, 
and the discretion they permit, there is a significant risk that they will result in pricing disparities 
on the basis of race, national origin, and potentially other prohibited bases.” The Auto Bulletin 
did not set forth substantiated findings of discrimination, but instead highlighted the fair lending 
risk inherent in some indirect auto lenders’ markup and compensation polices based on the 
discretion the policies permit. 

In addition, the Auto Bulletin explained that the standard practices of indirect auto lenders can 
make them “creditors” under ECOA and was designed to help indirect auto lenders recognize 
and mitigate the risk of discrimination resulting from discretionary dealer markup and 
compensation policies. The Auto Bulletin also described steps that indirect auto lenders might 


^ For example, see Cohen, Mark A. (2012). “Imperfect Competition in Auto Lending: Subjective 
Markups, Racial Disparity, and Class Action Litigation.” Review of Law and Economics vol. 8, 
no. I (21-58). Working Paper available at 
http://Dapers.ssm.com/sol3/paciers.cfm7abstract id=95 1 827 . 

See Coleman v. Gen. Motors Acceptance Corp. . 1 96 F.R.D. 3 1 5 (M.D.Tenn. 2000), vacated 
and remanded on unrelated grounds, 296 F.3d 443 (6th Or. 2002); Jones v. Ford Motor Credit 
Co. . 2002 WL 88431 (S.D.N.Y. .Ian. 22, 2002); Smith v. Chrysler Fin. Co. . 2003 WL 3287 1 9 
(D.N.J. Jan. 1 5, 2003); Osborne v. Bank of America Nat’ I Ass’n. 234 F.Supp.2d 804 (M.D. 
Tenn. 2002); Wise v. Union Acceptance Corn. . 2002 WL 31730920 (S.D. Ind. Nov. 19, 2002). 

^ See, e.g. , United States v. Springfield Ford, Inc. . No. 2:07-cv-03469-PBT (E.D. Pa. Aug. 21, 
2007); United States v. Pacifico Ford. Inc. . No. 2:07-cv-03470-PBT (E.D. Pa. Aug. 18, 2007); 
United States v. NARA Bank, et al .. No. 2;09-cv-07124-RGK-JC (C.D. Cal. Nov. 1 8, 2009); see 
also United States v. Countrywide Fin. Corp . No.2:l l-cv-10540-PCG-AJW (C.D. Cal. Dec. 28, 
201 1); United States v. AIG Fed. Sav. Bank . No. l;99-mc-0999 (D. Del. Mar. 4, 2010). 
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take to ensure they are operating in compliance with fair lending laws. Importantly, the Auto 
Bulletin made clear that there are many possible paths forward for lenders. It also emphasized 
that dealers should be fairly compensated and did not in any way foreclose consumers’ ability to 
negotiate their interest rate on an auto loan. 

Finally, because the Auto Bulletin served to remind institutions of their legal responsibilities 
under existing law, it was appropriate to issue guidance, rather than a regulation. The guidance 
provided suggestions for mitigating legal risks; it did not establish additional legal requirements 
for either the public or for the Bureau. Rather, the Auto Bulletin provided examples of internal 
controls, program features, and compliance management systems that institutions might use to 
mitigate legal risk. 


2. Is the CFPB familiar with the Center for Responsible Lending’s (CRL) January 2014 
research, Non-negotiable: Negotiation Doesn't Help African Americans and Latinos in 
Dealer-Financed Car Loans? http:/ /www.responsiblelending.org/ other-consumer- 
loans/auto-f!nancing/researchanalysis/CRL-Auto-Non-Neg-Report.pdf. 

The study surveyed more than 900 consumers who recently bought cars. CRL found that 
African Americans and Latinos attempt to negotiate loan pricing with car dealers more 
often than white consumers: 39% of Latinos and 32% of African Americans reported 
negotiating their interest rate, compared to only 22% of white respondents. Yet white car 
buyers reported receiving lower interest rates — even those who didn’t try to negotiate at 
all. Previous research has shown that interest rate disparities persist even when 
controlling for credit differences. The report identifies three factors that can add 
unnecessary costs to car loans made by dealers: 1) hidden dealer increases in the interest 
rate (“markups”), 2) misleading information that leads consumers to stop negotiating the 
interest rate, and 3) add-on products, such as insurance and warranties. In addition to 
getting higher interest rates, African Americans and Latinos also reported more instances 
of receiving misleading information, and they were nearly twice as likely as white 
consumers to be sold multiple add-on products. 

Will the CFPB review the research from consumer groups whose research shows 
disparities in pricing by ethnicity? How will the CFPB build on this research? 

Response'. 

Yes, the Consumer Financial Protection Bureau (Bureau) has seen and reviewed this study by the 
Center for Responsible Lending. The Bureau regularly considers input from a variety of external 
and internal stakeholders to inform our risk-based prioritization process, which seeks to make the 
best use of our research, examination, and enforcement resources. Our risk-based prioritization 
approach reflects entities, products, and markets under our jurisdiction, including assessing fair 
lending risk to consumers, through many qualitative and quantitative factors to determine what, 
where, and how risks to consumers should be addressed. These factors include: complaints and 
tips from consumers, advocacy groups, whistleblowers, and other government agencies; 
supervisory and enforcement history; quality of lenders’ compliance management systems; data 
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analysis; and market insights, such as factors and trends identified by our Division of Research, 
Markets, and Regulations, as well as independent research, such as the study you highlighted. 
The Bureau integrates this information into the fair lending prioritization process, which is 
incorporated into the Bureau’s larger risk-based prioritization process, allowing the Bureau to 
efficiently allocate its fair lending resources to the areas of greater risk to consumers. 


Questions for the Record Submitted bv Ren. Scott Garrett: 

1. I’m interested in the Agencies’ positions regarding the non-bank SIFI designation 

process. Specifically, are there rules, regulations or statutory language that restrict FSOC 
voting members (the Agencies’ principals), from meeting with firms that are under 
consideration for non-bank SIFI designation? Does the firm under consideration meet 
with the FSOC voting members, including Chair Yellen, Comptroller Curry, Chairman 
Gruenberg, and Chairman Matz before voting on a Notice of Proposed Designation 
(NPD) or is it after such a vote? It’s my understanding that the process, thus far, has not 
included an opportunity for a firm to make their case that they are not systemic to the 
FSOC voting members prior to the FSOC voting to designate a firm via a NPD. Do the 
Agencies support the opportunity for a firm to meet with FSOC voting members prior to 
a NPD vote, if the firm requests such opportunity? If not, please explain why any of the 
Agencies opposes the opportunity for a firm to meet with Agency principals prior to their 
vote on a NPD. 

Response'. 

The Financial Stability Oversight Council (FSOC) regulations implement a careful process for 
potential designation of nonbank financial institutions for supervision by the Board of Governors 
of the Federal Reserve System, and to be subject to prudential standards, in accordance with 
Title I of the Dodd-Frank Wall Street Reform and Consumer Protection Act. In particular, those 
firms in Stage 3 interact closely with FSOC staff and are able to provide any information 
relevant to a particular potential designation. While this process does not currently afford an 
opportunity for the firm under consideration to meet with Principals at this stage, one firm did 
recently meet with the Deputies Committee while in Stage 3. Consistent with the rules, after a 
Notice of Proposed Designation, the specific firm can request a hearing with Principals and to 
date, one firm has taken that opportunity. 


Questions for the Record Submitted bv Rep. Bill Huizenga: 

1 . The Dodd Frank Act gives the CFPB the authority to provide exemptions from its rules 
for certain classes of institutions. We have heard from credit unions and small banks 
about the ever increasing regulatory burden the Bureau’s rules place on them, even 
though there is little — if any evidence to support an argument that they are treating 
consumer poorly. Why hasn’t the Bureau done more to focus its rulemaking on the bad 
actors in the financial services sector, as oppose to imposing additional burden on credit 
unions and small banks? Does the Bureau intend to use its authority to exempt these 
institutions from its rulemaking in the future? If not, why not? 
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Response: 

The Consumer Financial Protection Bureau (Bureau) also shares your concern that regulations 
should not place unnecessary burdens on credit unions and small banks. We recognize that, with 
few exceptions, credit unions and small banks did not engage in the type of risky lending that led 
to the mortgage crisis. We also understand that if the regulations implementing the Dodd-Frank 
Wall Street Reform and Consumer Financial Protection Act are utmecessarily burdensome, these 
institutions may be more likely to retreat from the market, which could restrict access to credit 
for some. 

For these reasons, the Bureau takes special care to ensure that its rules are balanced for credit 
unions and the consumers they serve. For instance, the Bureau has tailored the Ability-to-Repay 
rule and the standards for qualified mortgages (QM) to encourage small creditors to continue 
providing certain credit products, while carefully balancing consumer protections. To address 
concerns such as those you raised, the Bureau created a QM provision specifically for small- 
creditor portfolio loans, which covers the vast majority of credit unions and small banks. 


2. There are many who are concerned that the QM rule will constrain mortgage credit after 
the exemption for GSE-compliant loans expires. One recommendation would be to 
increase the threshold for “small loans” from $100,000, as the rule now allows, to 
$200,000. This would increase the availability of credit to first-time and moderate- 
income borrowers. 

a. Do you have the legal authority to increase this amount? 

Response: 

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) limits the 
points and fees payable in connection with a loan that is a qualified mortgage (QM) to 3 percent 
of the total loan amount. The Act also requires that the Consumer Financial Protection Bureau 
(Bureau) prescribe rules adjusting this limit to permit lenders that extend smaller loans to meet 
the QM requirements. Flowever, the Act did not define the threshold for “smaller loans.” 

b. If so, why haven’t you increased this threshold? 

Response: 

The Federal Reserve Board, which originally had authority for implementing the Dodd-Frank 
Act before that authority transferred to the Bureau, proposed a threshold of $75,000 for “smaller 
loans.” The Bureau increased this “smaller loan” threshold to the current $100,000 (indexed for 
inflation). The Bureau also carefully designed a tiered sliding scale system that allows smaller 
dollar loans to be qualified mortgages even when the total points and fees are greater than three 
percent of the total amount of the loan. The permissible relative share of points and fees 
percentage increases as the loan amount declines to reflect the fact that fixed costs represent an 
increased percentage of the loan amount for smaller loans. For the very smallest loans, the limit 
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is 8 percent of the total loan amount. This threshold and tiered sliding scale apply to all QMs, 
including the current Government Sponsored Enterprises (GSE) eligible QMs. Thus the question 
of whether to raise the threshold is not necessarily related to the expiration of the GSE-eligible 
QM definition. 

c. If not, would you support legislation that would require that you increase the 
threshold for small loans to ensure low-income consumers can have access to 
mortgage credit? 


Response: 

The Bureau generally does not take a position for or against prospective legislation. The Bureau 
strives to implement its statutory mandates faithfully and fairly and has made every effort to 
ensure that access to mortgage credit is fair and transparent. 


3. What legal liability does a lender face for originating a nbn-Qualified Mortgage that is 
ultimately found not to comply with the ability-to-repay requirement? Given these risks, 
do you believe that lenders will originate non-Qualified Mortgages? Or will they avoid 
these mortgages altogether? 

Response: 

The Truth in Lending Act (TILA), as amended by the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (Dodd-Frank Act), provides that a consumer who brings a timely 
action against a creditor for a violation of the ability-to-repay (ATR) requirement may be able to 
recover special statutory damages equal to the sum of all finance charges and fees paid by the 
consumer for up to three years, unless the creditor demonstrates that the failure to comply is not 
material.* This recovery is in addition to: (1) actual damages; (2) statutory damages in an 
individual action or class action, up to a prescribed threshold; and (3) court costs and attorney 
fees that would be available for violations of other TILA provisions. Moreover, when a creditor, 
or an assignee, other holder, or their agent initiates a foreclosure action, a consumer may assert a 
violation of the ATR requirement “as a matter of defense by recoupment or setoff.” There is no 
time limit on the use of this defense. However, the amount of recoupment or setoff is limited, 
with respect to the special statutory damages, to no more than three years of finance charges and 
fees. The Bureau has noted that the longer a consumer successfully makes timely payments, the 
less likely it is that the creditor’s determination of ability to repay was unreasonable or not in 
good faith. 

In finalizing the ATR requirement, the Bureau estimated that the litigation costs associated with 
non-qualified mortgage loans could be expected to add less than 10 basis points (0.1 percentage 
points) to an average consumer’s mortgage rate. 


15 U.S.C. § 1640(a)(4), (e), (k)(2)(B). 
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The Dodd-Frank Act carefully cabins the conditions under which claims can be asserted and 
damages can be awarded. The final rule provides extensive and clear guidance on how to 
comply with the ATR/Qualified Mortgage (QM) rule. As done throughout the implementation 
periods for other mortgage rulemakings, the Bureau continues to work with industry to ensure 
that the ATR/QM rule is implemented as intended. The Bureau’s goal is to avoid industry 
confusion or lack of communication. 

We expect there will be plenty of responsible loans that fall outside our QM standard. There are 
good loans made every year - for example, loans made to a borrower with considerable other 
assets or whose individual circumstances and repayment ability are carefully assessed, which are 
non-QM because they do not meet the 43 percent debt-to-income ratio or are not eligible for 
purchase by the government-sponsored entities, but nonetheless are based on sound underwriting 
standards and routinely perform well over time. 


4. We are already seeing the first signs that some smaller community financial institutions 
are throwing their hands up in fhistration and exiting the mortgage business rather than 
trying to navigate the liability risk and excessive compliance costs inflicted by the 
CFPB’s QM rule. Indeed, a recent American Banker headline has suggested that “QM” 
will come to stand for “Quitting Mortgages.” 

a. How do you reconcile the one-size-fits-all approach taken by the CFPB in 

promulgating the QM rule with your statutory obligation to promote consumer choice 
and facilitate access and innovation in the marketplace? 

Response: 

The Consumer Financial Protection Bureau (Bureau) has not taken a one-size-fits-all approach to 
the Ability to Repay/Qualified Mortgage (ATR/QM) rule. Access to credit in rural communities 
as well as the impacts of our rules on small creditors who serve those and other communities is a 
matter we take very seriously. Bureau staff has undertaken numerous meetings with small 
creditors and their trade associations. The Bureau has also consulted our Credit Union and 
Community Banking advisory councils for feedback. 

We have provided specialized QM rules designed to facilitate compliance and preserve access to 
credit tfom small creditors. Generally speaking, small creditors are ones that are $2 billion or 
less in assets, and together with their affiliates, do 500 or fewer first lien mortgage loans per 
year. Where a small creditor holds the loan in portfolio for at least three years, it can take 
advantage of these special QM rules. Such loans issued by small creditors are QMs even if they 
exceed the 43 percent debt-to-income (DTI) ratio, as long as the creditor considered DTI or 
residua! income and the loans meet the basic product features for QMs. The final rule also 
allows small creditors to charge a higher annual percentage rate and still qualify for the Safe 
Harbor (Annual Percentage Rate (APR) <= 350 basis points over Average Prime Offer Rate 
(APOR) vs. 150 basis points over APOR). 
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In addition to the balloon payment QM for creditors operating predominantly in rural or 
underserved areas, our rules also provide a two-year temporary QM for small creditors that are 
making balloon loans that they hold in portfolio without regard to where the creditor operates. In 
other words, small creditors across the country can make balloon loans (with certain limitations 
such as a required loan term of at least five years) as QM loans for two years after the rale goes 
into effect. During this period, our staffhas committed to studying the topic of small creditor 
balloon loans further, especially with regard to access to credit in rural or underserved 
communities. In so doing, the Bureau intends to review whether the definitions of rural or 
underserved should be further adjusted for purposes of the QM rule. 


Questions for the Record Submitted by Rep. Patrick Murphy: 

1. Ms. Fuchs, the Bureau has been thoughtful in its approach to protecting consumers and 
responsive to industry concerns about unintended consequences of regulations like QM. 
The thoughtfulness with which the Bureau is approaching regulation of the payday loan 
industry is also commendable. I believe that consumers must be protected from 
predatory lenders and unlawful actors. As you know, my home State of Florida combines 
good consumer protections with great enforcement. This protects consumers from abuse 
without constricting access to capital. Our well-regulated system crowds out offshore 
and unlawful online lenders that prey on consumers. How is the Bureau doing outreach 
to stakeholders and consumers in regulating this industry? 

Response: 

The Consumer Financial Protection Bureau (Bureau) engages a wide range of stakeholders and 
consumers in its work regarding the payday loan industry. The Bureau’s approach is grounded 
in understanding the consumer experience in the payday loan market and data-driven evidence. 
Field hearings are an important engagement opportunity for the Bureau around major consumer 
financial issues. The Bureau, so far, has held two field hearings dedicated to the topic. One field 
hearing was in Birmingham, Alabama in January 2012, and the other was in Nashville, 

Tennessee in March 2014. 

The Bureau has an open door for those interested in sharing their experiences, concerns, and 
recommendations. The Bureau’s External Affairs division and those across the Bureau 
responsible for developing proposed rules impacting the payday lending market meet regularly 
with industry, government, and consumer stakeholders. The Bureau will continue to solicit and 
consider input from stakeholders as we consider how to develop proposed regulations. 

Additionally, the Bureau recognizes the important role of the states in the consumer financial 
marketplace. As the Bureau considers appropriate regulatory action in the market for payday 
loans, we will carefully examine the consumer protections developed by the states. 
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Questions for the Record Submitted bv Rep. Robert Pittenger: 

1 . I appreciated that your written statement indicated that the Bureau is, “committed to 
ensuring that our rules are effective at protecting consumers and making consumer 
financial markets work better, and that they do not unduly burden the institutions 
participating in those markets.” Your statement also indicated that among the strategies 
the Bureau employ to achieve those goals is to consider input from a wide variety of 
stakeholders and you said that you seek targeted input on specific regulations. You 
mentioned the Bureau’s use of Small Business Regulatory Enforcement Fairness Act 
(SBREFA) to solicit feedback from small businesses. 

a. Why does the Bureau provide just two weeks notice of the meetings to SBREFA 
participants? Some SBREFA participants have said they had to spend a lot of money 
to make last minute travel arrangements. Would the Bureau give small entity 
representatives at least one months’ notice so that they can make travel arrangements 
to attend SBREFA panel meetings in person? 

Response: 

The Consumer Financial Protection Bureau (Bureau) recognizes that Small Business Regulatory 
Enforcement Fairness Act (SBREFA) small entity meeting participants need adequate time to 
make travel arrangements, review materials, and prepare for and participate in SBREFA 
meetings. The Bureau’s most recent SBREFA meeting with small entity representatives was 
held on March 6, 2014, in connection with a proposed rulemaking under development to 
implement amendments to the Home Mortgage Disclosure Act (HMD A) required by the Dodd- 
Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) and to make related 
changes to the Bureau’s Regulation cJ The Bureau began communicating with potential small 
entity representatives for the HMDA SBREFA Panel over a month in advance of the March 6*’’ 
meeting. Written materials for the Panel meeting were circulated to the selected SBREFA small 
entity representatives on February 7, 2014. Throughout the month of February, the Panel held 
three teleconferences with the SBFEFA meeting participants to provide information about the 
SBREFA process and discuss matters related to the Bureau’s analysis and the specific proposals 
under consideration. All small entity representatives were provided with the option to participate 
in the March 6**' SBREFA Panel meeting by teleconference if unable to travel or attend in person. 
The Bureau also provided the small entity representatives with an opportunity to submit written 
feedback until March 20, 2014. 

b. Why does the Bureau not consult with industry trade associations before SBREFA 
panels are convened to better prepare the small entity representatives for the SBREFA 
panels? One of the main goals of these panels is to help determine how costly a 
regulation will be to implement for small business and to identify less-costly 
alternatives. Industry groups can help the Bureau measure factors included in these 
cost estimates (including differences in regional practice and vendor practices) or 
information about alternatives that can reduce costs for small businesses. A small 


’ 12 CFR part 1003. 



588 


business owner can provide more efTective information to the SBREFA process when 
they have the assistance from their trade association or their vendors. Conducting 
outreach to trade associations before holding the panel (including inviting trade 
associations to observe the panel meeting in person) ensures that the SBAR gets the 
most accurate cost data available. 


Response-. 

SBREFA Panels are one part of the Bureau’s broader outreach initiatives to consult with and 
obtain feedback from small businesses and other stakeholders. The Bureau engages in a variety 
of other outreach efforts to obtain information and feedback from industry stakeholders and their 
trade associations, representatives, and vendors, as well as from consumers and consumer 
advocates. 

The Bureau allows and enables small business representatives to seek and obtain the assistance 
and support of their trade associations or vendors if they so desire. The Bureau’s substantive 
written materials describing the proposed rule under consideration and its potential impacts are 
not only distributed to the participants in the meeting, but also are published and made available 
to all members of the public, including trade associations, vendors, and other industry 
representatives, on the Bureau’s website. In addition, for each of the four SBREFA panel 
meetings held by the Bureau to date, each small entity representative was able to invite and bring 
at least one guest, which could be someone from their own company, a trade association, or 
vendor, with them to provide support and assistance during and after the SBREFA Panel 
meeting. As a result, trade associations and vendors are able to provide any assistance or support 
if a small business representative seeks such assistance during the SBREFA process. 

c. Why does the Bureau not make the SBREFA panel report public once it is complete 
and wait until the final regulation is published? By publicizing the report earlier in 
the regulatory process, the Bureau can provide crucial information to industry 
stakeholders. This will allow industry to develop more useful data for the Bureau to 
consider about the impact of their proposals on small business. 


Response: 

The Regulatory Flexibility Act, as amended by the Small Business Regulatory Enforcement 
Fairness Act of 1996 and the Dodd-Frank Act, requires the SBREFA Panel report be made 
public as part of the rulemaking record but does not specify when the report should be released 
to the public,* The Bureau does not wait until the final regulation is published before releasing 
the SBREFA Panel report to the public as part of the rulemaking record. Rather, the Bureau 
releases the SBREFA Panel report with the proposed rule so that the public, including small 
entities and other industry stakeholders, can consider them together and submit formal comments 
in response to the proposal. 


See 5 U.S.C. 609(b)(5). 
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In addition, for each of the four SBREFA pane! meetings held by the Bureau to date, substantive 
written materials describing the proposed rule under consideration and its potential impacts were 
not only distributed to the small entity representatives participating in the meeting, but were also 
made available to the public, including other industry stakeholders, on the Bureau’s website. 

This provides an opportunity to all industry stakeholders - not just SBREFA Panel meeting 
participants - to review and assess the proposals under consideration and submit any data, 
comments, or other information related to potential impacts of the proposal to the Bureau for 
consideration prior to the issuance of the proposed rule. 

d. Would the Bureau broaden the way it looks at the impact of a regulation on small 
business. The SBREFA panel focused heavily on the direct costs of this rule on small 
business, such as software costs, productivity and training but glanced over the parts 
of this rule that could have indirect but very serious costs on small business. These 
indirect costs can be extraordinary, including potentially preventing small business 
from being able to compete in the future marketplace. 

Response: 

The Regulatory Flexibility Act (RFA), as amended by the Small Business Regulatory 
Enforcement Fairness Act of 1996 and the Dodd-Frank Act, requires the Bureau to consult with 
small entities and collect advice and recommendations regarding the projected reporting, record 
keeping, and other compliance requirements of the proposed rule; other rules that may duplicate, 
overlap, or conflict with the proposed rule; and any significant alternatives which accomplish the 
stated statutory objectives and minimize any significant impact of the proposed rule on small 
entities.* When assessing such impacts under the RFA, the Bureau considers both one-time and 
recurring costs to small entities. 

In addition, pursuant to the requirements of the RFA, the Bureau consults with small entities and 
collects advice and recommendations regarding: (1) any projected increase in the cost of credit 
for small entities; and (2) any significant alternatives to the proposed rule which accomplish the 
stated objectives of applicable statutes and which minimize any increase in the cost of credit for 
small entities.'” Other statutes such as the Paperwork Reduction Act (PRA)" and the Dodd- 
Frank Act,’^ also require the Bureau to consider impacts of it regulations. 

e. An example is the panel’s review of the proposals related to who completes the 
Closing Disclosure. Under the rule, the Bureau makes the lender ultimately liable for 
the accuracy of the Closing Disclosure even if they partner with a settlement agent to 
complete the form. While the panel focused on the direct costs of their new form, the 
indirect costs (namely that lenders would be incentivized to limit the number of small 
entities with whom they work) will be much more devastating to small business. The 


* See 5 U.S.C. § 603(b). 

See 5 U.S.C. § 603(d)(2). 

" See 44 U.S.C. § 3501 et. seq. 
'^feel2U.S.C.§ 5512(b). 
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Bureau should take greater care to determine whether a proposal will cause business- 
model shifts that could be harmful to small-business competitiveness. 


Response: 

Throughout the rulemaking process, including during SBREFA, the Bureau received and 
considered comments regarding concerns about lender responsibility for the accuracy of the 
Closing Disclosure. During the SBREFA process, the panel recommended two alternatives after 
hearing concerns on this issue: (1) making the lender solely responsible for the settlement 
disclosure, and (2) making the lender and settlement agent responsible for TILA and RESPA 
portions, respectively, and making the lender and seller jointly responsible for providing the 
disclosure to the consumer. Following the panel’s recommendation, the Bureau proposed two 
alternatives: (1) making the creditor solely responsible for provision of the Closing Disclosure 
and (2) permitting the settlement agent to provide the Closing Disclosure, although requiring the 
creditor ensures that the disclosure was provided in accordance with Regulation Z’s 
requirements. After notice and comment, the Bureau considered and summarized comments 
received in the final rule, and finalized a rule permitting the settlement agent to provide the 
Closing Disclosure. The Bureau acknowledges that lenders may assume greater responsibility 
for the disclosure of settlement cost information than they do currently; however, the Bureau also 
believes that lenders will continue to rely on the expertise of settlement agents in conducting 
closings. Lender responsibility under this rule also aligns with current practices and allows the 
parties to continue to work together to close home mortgage transactions in a manner that is most 
efficient for consumers and the market. Under the final rule, settlement agents are, however, still 
responsible for providing the seller’s Closing Disclosure. The rule also allows lenders to 
contract with settlement agents, which offers lenders additional flexibility in how they choose to 
structure their operations. 


2. SBREFA panels are a one shot event that comes late in the regulatory process. The 
SBAR occurs after the Bureau has decided on the need for a regulation, conducted 
research to support the regulation, and developed the substantive pieces of the regulation 
and just prior to a regulation being formally proposed in the Federal Register. This is 
fairly late in the game and precludes the Bureau from considering, researching and testing 
alternatives that will be less costly to small business before publishing their proposal. A 
more effective process would be to have the Bureau consult with small businesses 
throughout the entire regulatory process. 

While I am not asking the Bureau to endorse specific legislation, does the Bureau see a 
benefit in the establishment of an advisory board for small businesses that are 
nondepository institutions similar to those established for outreach to community banks 
and credit unions? If no, why not? 

Response: 

The Regulatory Flexibility Act (RFA) requires the Consumer Financial Protection Bureau 
(Bureau) to convene a Small Business Regulatory Enforcement Fairness Act (SBREFA) Panel to 
consult with small entities and prepare an initial regulatory flexibility analysis and final 
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regulatory flexibility analysis for rules for which notice and comment are required unless it 
certifies that a rule will not have a “significant economic impact on a substantial number of small 
entities” (RFA impact).’^ 

Small businesses have several opportunities to participate meaningfully in the SBREFA process. 
Prior to the SBREFA process, the Bureau generally conducts outreach through trade 
associations, our standing community bank and credit union advisory councils, informal 
roundtables, and other means to identify issues, alternatives, and impacts that will need to be 
assessed in the course of the rulemaking. The Bureau gathers and analyzes information as early 
in the rulemaking process as possible to determine whether to convene a SBREFA Panel. When 
a proposed rule under consideration is sufficiently developed so that small businesses can 
provide meaningful input and information on the potential RFA impacts and ways to minimize 
such impacts, the Bureau convenes the SBREFA Panel and consults with small business 
representatives. 

In addition to the SBREFA panel, the Bureau publishes the materials on our website, creates a 
general email address to receive feedback, and typically, convenes several listening sessions to 
gather input from a broad range of stakeholders. Small businesses and their trade associations 
(including those consulted during the SBREFA process) get a full opportunity to submit 
comments on the Notice of Proposed Rulemaking once we have incorporated the earlier rounds 
of feedback to settle on a proposed approach. 

In addition to the SBREFA process, the Bureau engages in a variety of other outreach efforts 
throughout all stages of development of its regulations in addition to stakeholder meetings and 
listening sessions, including hearings, roundtables, and advisory boards to obtain information 
and feedback from industty and consumers. The information and input obtained through these 
outreach mechanisms are also considered throughout all stages of developing and promulgating 
the proposed regulation at issue. 


Questions for the Record Submitted bv Rep. Kvrsten Sinema: 

1 . It is my understanding that the CFPB is going to begin a formal regulatory process aimed 
at pay day lending. Is the CFPB coordinating with DOJ, the OCC and the FDIC, 
regarding the potential interaction between Operation Choke Point and rules intended to 
regulate pay day lending? 

Response: 

As it develops its rulemaking proposal, the Consumer Financial Protection Bureau will consult 
with other Federal agencies, as provided by Section 1022 of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act.'"^ 


See 5 U.S.C. § 605(b). 
'‘'&el2U.S.C. §5512. 
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House Financial Services Committee 
Hearing on Regulation and Supervision of Financial Institutions 
April 8, 2014 

Questions for Michael J. McKenna, NCUA General Counsel, from Congressman Peter 
King 

• Recently, NCUA proposed a risk-based capital rule for credit unions over S50 million in 
assets. This rule would impose a Basel-like capital regime on top of the already 
stringent statutory capital requirements that credit unions must follow. 

I have heard a number of concerns from credit unions regarding this proposal. In the 
proposed rule, the Board indicates that if the rule were applied today only a small 
number of credit unions would be reclassified as undercapitalized and that these credit 
unions would collectively have to raise $63 million in order to be adequately capitalized. 
However, industry groups have estimated that credit unions will have to hold an 
additional $6.7-S7.3 billion in capital in order to keep the same capital cushion as they 
currently hold. 

Why is there such a large discrepancy between the Board’s estimated impact and the 
impact credit unions believe they will sustain? 

Some trade associations have estimated that the implementation costs could run as high as $7 
billion, but NCUA estimates the cost as substantially less. The industry’s overstated figures are 
based on a questionable assumption that every federally insured credit union would seek to 
maintain its current capital cushion above the regulatory minimum. 

For example, if a credit union currently has 1 3 percent net worth, it has a 6 percent cushion 
between die 7 percent leverage capital requirement and their actual net worth. If the same credit 
union’s risk-based capital ratio became 13 percent under the proposed rule, industry is 
suggesting that it needs to add another 3.5 percent in its estimate. This estimate suggests that 
credit union management holds excess capital for other than an informed understanding of the 
risk in their balance sheet. As a result, the industry group projected the impact to be between 
$6.3 and $7.3 billion. 

In reality, the decision whether to hold a capital cushion and how large that should be is a 
business decision that each credit union makes. The proposed rule does not require credit unions 
to maintain any specific capital cushion above the regulatory minimum standard for being well- 
capitalized. Additionally, the measure of an individual credit union’s capital adequacy should 
not be based upon maintaining a targeted dollar amount above the regulatory minimum. Proper 
capital adequacy measurement should be much more granular and based on each credit union’s 
strategic plan and risk profile. 

Under NCUA’s proposed rule, the overwhelming majority of credit unions would experience no 
change in their assigned prompt corrective action category. Overall, the proposed rule would 
only apply to federally insured credit unions with assets of $50 million or more — approximately 
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2,200 out of about 6,600. As a result, the estimated 4,400 federally insured credit unions below 
$50 million in assets — ^two-thirds of all credit unions — ^are not affected by the proposed rule. No 
small credit union’s capital requirement would be affected by the new rule. 

Of the 2,200 credit unions subject to the rule as proposed, nearly half would actually see an 
improvement in their capital levels relative to their risks. Additionally, because the 
overwhelming majority of these 2,200 credit unions would experience no change in their prompt 
corrective action category under NCUA’s proposed rule, the rule would not require them to raise 
any additional capital. Under the proposed rule and using December 2013 data, 92 percent of all 
federally insured credit unions would remain well capitalized, 5 percent of credit unions that are 
currently undercapitalized would remain so, and only 3 percent of credit unions would see a 
reduction in their prompt corrective action category because of the proposed rule. 

Collectively, only 201 federally insured credit unions comprise the 3 percent affected by the 
proposed rule. NCUA estimates these credit unions would need to add a collective total of about 
$633 million in additional capital — but only if all 201 choose to maintain their balance sheets’ 
current risk exposure. Alternatively, without raising any more capital, these affected credit 
unions could reduce their risk-weighted assets; or they could choose a combination of these two 
strategies. 

• Did NCUA conduct an economic analysis of its proposal before putting this rule out for 
comment? 

As 1 mentioned earlier, there are 201 federally insured credit unions in the 3 percent affected by 
the proposed rule. NCUA estimates these credit unions would need to add a collective total of 
about $633 million in additional capital (equivalent to 0.8 percent of assets on average), but only 
if all 201 choose to maintain their balance sheets’ current proportional risk exposure as they 
continue to grow. This amounts to about one year of earnings for the typical credit union. 
Alternatively, these affected credit unions could reduce their risk-weighted assets to comply with 
being well-capitalized under the proposal, or choose some strategic combination of the two. 

Since the imposition of Prompt Correction Action requirements, NCUA has worked effectively 
with those credit unions that experience declines in their capital position through the supervision 
process. Credit unions that decline from well-capitalized to adequately capitalized are only 
subject to the statutory earning retention requirement, which can be waived as conditions 
warrant. NCUA regulations do not establish a time table for a credit union to become well- 
capitalized. 

• Will you consider conducting additional analysis of this proposal’s economic impact 
before issuing a final rule? 

Yes. NCUA plans to carefully review all comments and to continue to analyze scenarios and 
issues raised. As NCUA works through the 2,052 comments on the proposed rule provided by 
stakeholders, we will consider the impact of changes to the rule and address any changes we can 
make to the supervision process to assist credit unions in adjusting to the revised requirements. 
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• Would the Board be concerned if credit unions were forced to reserve $7 billion as a 
result of this proposal? 

The Board is considering the costs associated with implementing the proposed rule. As 
discussed above, the $7 billion estimate reaches far beyond the capital improvements 
contemplated in the proposed risk-based capital rule. NCUA estimates that the 201 credit unions 
that would drop to adequately capitalized or undercapitalized under the proposed rule would 
need to raise approximately $633 million in additional capital, which represents approximately 
12 months of earnings for the affected credit unions, but only if these credit unions choose to 
maintain their balance sheets’ current risk exposure. Alternatively, without raising any more 
capital, these affected credit unions could reduce their risk-weighted assets; or they could choose 
a combination of these two strategies. 

• The Board put this rule out for comment earlier this year and provided stakeholders 90 
days to submit their views. When the rule is finalized, credit unions will have 18 
months to come into compliance. 

Why did the Board reject industry representatives’ request to extend the comment 
period? Will you consider giving stakeholders more time to comment on this proposal? 

The NCUA Board planned on a 90-day comment period to allow more time than the standard 
comment period of 30 or 60 days. From the time the NCUA Board issued the proposed rule on 
January 23 until the close of the comment period on May 28, commenters ultimately had 125 
days to review the proposed rule. In all, the comment period was NCUA’s second longest in the 
last two decades and provided ample time for stakeholders to review and provide useful 
comments. 

NCUA received 2,052 letters during the comment period on the risk-based capital rule, the most 
in the agency’s history. The volume and depth of the letters we received, some as long as 47 
pages indicate a thoughtful and considered review of all relevant issues. Before finalizing our 
revised rule on risk-based capital, we plan to carefully analyze and evaluate every comment 
received. 

• How do you respond to the concerns that credit unions will be asked to implement this 
new rule in 18 months’ time, but small banks will have been afforded nearly nine years 
to implement Basel III from the time it was first proposed to when it goes into effect in 
2019? 

The NCUA Board is committed to re-evaluating the amount of time needed before the final rule 
goes into effect and has indicated an open mind about extending the implementation period 
based on the comments received. It will take time for the affected credit unions to amend their 
risk polices and adjust their balance sheet strategies to comply with the revised regulation. 
During that same time, NCUA will also need to make major data system changes to 
accommodate the final risk-based capital rule changes. NCUA will look closely at the impact of 
implementation timeframes as part of the final rulemaking. 
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• Do you have any concerns that credit unions may not be able to raise enough capital 
quickly enough to maintain the capital buffers under which they currently operate? 

No. First, there is no requirement for a credit union to maintain a buffer above the required 
regulatory minimum. Most complex credit unions have already accounted for at least some of 
the additional risk in their balance sheets with additional reserves. The additional capital 
required equates to about 12 months of average earnings, and some credit unions will choose to 
reduce their risk profiles. 

• Will you consider giving credit unions more time to come into compliance with this 
regulation after it is finalized? If not, why not? 

Yes. We continue to analyze implementation capabilities within the credit union system. As 
part of our review of comments and financial analysis of impact, we will evaluate alternative 
implementation timelines. 

• Why is the Board proposing a risk-based capital rule that includes features that are 
more stringent than the requirements on FDIC-insured banks, when the National 
Credit Union Share Insurance Fund is strong and natural person credit unions are 
well-capitalized? 

To comply with the Federal Credit Union Act, NCUA is required to update credit unions’ risk- 
based capital standards as financial regulatory capital standards evolve and to be comparable 
with other federal financial agencies. However, the law also requires NCUA to consider “all 
material risks” to federally insured credit unions, in contrast to requirements for banks. So while 
the new Basel HI capital accord focuses mainly on credit risk, NCUA’s capital standard, to 
comply with the Federal Credit Union Act, must also account for relevant risks including interest 
rate and concentration risks. While the proposed rule in some places has a higher risk weight 
than banks, in other places the risk weight is lower, as is the case with the risk weighting on 
consumer loans. 

The stakeholder feedback received during the comment period will help to inform the NCUA 
Board’s determination of the most appropriate risk weight for each asset type. 

• Some of the proposal’s risk weights would be considerably higher than those applied to 
community banks under the Basel system even though credit unions are more risk 
averse. 

How did the Board determine the risk-weighting under this proposal? 

While striving for overall comparability with the FDlC’s rule, NCUA has proposed several 
different risk weights, consistent with the law, such as a lower weight of 75 percent for credit 
unions’ consumer loans in comparison to the banking system’s risk weight of 100 percent. 
NCUA also proposed retaining the tiered risk-weight approach from our existing rule to account 
for higher concentrations in member business loans and mortgage loans. A 2012 report by the 
Government Accountability Office specifically recommended NCUA address such concentration 
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risk. Similarly, NCUA proposed maintaining tiered risk weights for longer-term investments in 
order to account for interest rate risk. 

Please be assured, as part of the rulemaking process, the NCUA Board will carefully consider the 
comments received when determining how best to calibrate the final risk weights, including any 
comments received about the risk weights for real estate loans, agricultural loans, and member 
business loans. The stakeholder feedback will help to inform us in determining the most 
appropriate risk weight for each asset type. Further, when issuing the final rule, we will provide 
further clarity in response to comments as to how NCUA calculated certain risk weights and why 
those risk weights may, in some instances, differ from the risk weights for federally insured 
banks. 

• Why does the proposed rule apply higher risk weights for mortgage loans and business 
loans for credit unions that have higher concentrations of these loans? Is there a 
comparable requirement under the Basel III rules for small banks? 

The Federal Credit Union Act specifically requires NCUA to consider any material risks in 
developing a risk-based capital requirement for credit unions, including concentration risk. The 
Government Accountability Office in reports about NCUA and the NCUA Inspector General in 
recent material loss reviews have both cited concentration risk as a material risk. As a result, 
NCUA needed to address these risks in the proposed risk-based capital rule. Basel III represents 
the bank capital standard, but as noted above it generally does not address concentration and 
interest rate risks. 

• Why has the NCUA chosen to account for interest rate risk and concentration risk in a 
capital system as opposed to through supervision and examination which is how it is 
done now for credit unions and community banks? Is the examination and supervision 
process currently in place now broken? 

While the new Basel III capital accord focuses mainly on credit risk, NCUA’s capital standard, 
to comply with the Federal Credit Union Act, must also account for any material risks, including 
interest rate and concentration risks. NCUA maintains strong safety and soundness oversight 
and appropriate regulation scaled to minimize regulatory burden. However, additional capital 
serves as a risk-mitigation measure and a deterrent to excessive risk taking, while also providing 
an individual credit union the discretion to determine the business model that best fits its 
membership base. Addressing concentration risk through risk-based capital provides flexibility 
while encouraging appropriate market discipline with our supervised institutions. 

Critics contend that because most U.S. credit unions survived the crisis with relatively strong 
capital, this rule is unnecessary. However, that survival required an infusion of $20 billion from 
NCUA’s Central Liquidity Facility and $6 billion from NCUA’s line of credit at the U.S. 
Treasury. Even with that extraordinary level of assistance, 102 credit unions failed during the 
economic downturn. Although many of those failed credit unions appeared to have high net 
worth ratios, they actually lacked sufficient capital to protect against the risks on their balance 
sheets. Those failures cost the National Credit Union Share Insurance Fund three-quarters of a 
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billion dollars. This cost had to be paid by all surviving credit unions, which as cooperatives, are 
required by law to share in the losses on a proportional basis. 

Had NCUA’s proposed risk-based capital rule been in place before the crisis, the $750 million in 
losses would have been substantially reduced, and several credit union failures could have been 
avoided. 

• Do you have concerns that these risk weightings could hinder credit union lending to 
home owners and small businesses? 

The current regulatory framework for credit unions provides many options for an informed 
management team to continue providing or even increasing service to its members. The current 
rule has higher risk weights for real estate loans and for member business loans. The current rule 
also does not curtail either real estate lending or member business lending. 

Most credit unions would continue to be well-capitalized under the proposed rule. Only three 
percent of federally insured credit unions need additional capital to attain adequate levels of risk- 
based capital. Additionally, many credit unions engaging in these types of lending already carry 
more than the required leverage ratio in capital. 

The relatively small number of credit unions with large concentrations of real estate or member 
business loans currently pose a risk and potential cost to other institutions through the 
cooperative credit union system. In other words, these institutions may become a drag across all 
institutions in small amounts that could more broadly hinder the industry’s ability to lend to its 
members. The proposed risk-based capital rule merely requires institutions assuming greater 
levels of risk to account for more of it on their own balance sheets instead of transferring costs to 
other well-capitalized credit unions that are more diversified and less risky. The improved 
capital standard helps ensure long-term sustainability across the industry. Long-term viability is 
the most effective means of assuring members have choices in their borrowing decisions. 
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House Financial Services Committee 
Hearins on Reeulation and Supervision of Financial Institutions 
April 8, 201 d 

Questioos for Michael J. McKenna, NCUA General Counsel, from Congressman Ed Royce 

• Related to the proposed risk-based capital rule for credit unions over S50 million in 
assets, how did the NCUA determine the risk-weighting under this proposal? 

While striving for overall comparability with the Federal Deposit Insurance Corporation’s rule, 
NCUA proposed several different risk weights, consistent with the law, such as a lower weight 
of 75 percent for credit unions’ consumer loans in comparison to the banking system’s risk 
weight of 100 percent. NCUA also proposed retaining the tiered risk-weight approach from our 
existing rule to account for higher concentrations in member business loans and real estate loans. 
A 2012 report by the Government Accountability Office specifically recommended NCUA 
address such concentration risk. Similarly, NCUA proposed maintaining tiered risk weights for 
longer-term investments in order to account for interest rate risk. 

As part of the rulemaking process, the NCUA Board will carefully consider the comments 
received when determining how best to calibrate the final risk weights, including any comments 
received about the risk weights for real estate loans, agricultural loans, and member business 
loans. The stakeholder feedback will help to inform NCUA in determining the most appropriate 
risk weight for each asset type. Further, when issuing the final rule, NCUA will provide 
additional clarity in response to comments as to how the agency calculated certain risk weights 
and why those risk weights may, in some instances, differ from the risk weights for federally 
insured banks. 

• Why does the proposed rule apply higher risk weights for mortgage loans and business 
loans at credit unions with higher concentrations of these loans? Do the Basel III rules 
applying to small banks include a comparable requirement? 

The proposed risk weights reflect material risks that must be accounted for in a risk-based capital 
system for credit unions. NCUA’s existing risk-based net worth standard has higher risk weights 
for higher concentrations of mortgage loans and member business loans. The Federal Deposit 
Insurance Act does not include the same requirements for banks. 

Specifically, section 216(d) of the Federal Credit Union Act requires NCUA to formulate a risk- 
based net worth requirement to apply to complex credit unions. The subsection also mandates 
that the risk-based net worth requirement must "take account of any material risks against which 
the net worth ratio required for [a federally] insured credit union to be adequately capitalized 
may not provide adequate protection.” This includes interest rate risk and concentration risk. 

Congress indicated that the design of the risk-based net worth requirement “should reflect a 
seasoned judgment about the actual risks involved.” Congress also encouraged NCUA to 
“consider whether the six percent requirement provides adequate protection against interest-rate 
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risk and other market risks, credit risk, and the risks posed by contingent liabilities, as well as 
other relevant risks.” 

• Have you evaluated the impact of these new capital rules in rural areas, where credit 
unions often have high concentrations of agricultural and business loans? If so, what 
were the findings? 

In evaluating the impact of the proposed rules, regardless of the location of the credit union 
NCUA determined the number of credit unions with higher-risk balance sheets that could 
experience a decline in their prompt corrective action classification. We then conducted further 
analysis including extensive ‘‘what if’ analysis of changes in risk-weights and concentration risk 
thresholds. Finally, during the comment period NCUA provided credit unions with an online 
tool to determine their proposed risk-based capital measure to improve understanding of the 
proposal. 

Collectively, there are 201 federally insured credit unions affected by the proposed rule; some of 
these credit unions operate in rural areas. NCUA estimates these credit unions would need to 
add a collective total of about $633 million in additional capital (equivalent to 0.8 percent of 
assets on average), but only if all 201 choose to maintain their balance sheets’ current risk 
exposure. This amounts to about one year of earnings for the typical credit union. Alternatively, 
these affected credit unions could reduce their risk-weighted assets to comply with being well 
capitalized under the proposal, or choose some strategic combination of the two. 

Additionally, many credit unions in rural areas would also be eligible for a low-income 
designation, which would provide an opportunity to raise supplemental capital if needed. 

• You stated at the hearing that these risk-weightings take into consideration the unique 
characteristics of credit unions? How is this done? 

We adjusted the risk weightings based on our supervisory and loss experiences in the credit 
union system, as well as historical credit union performance. For example, because of credit 
unions’ historical performance with consumer loans, a lower weight of 75 percent was used in 
comparison to the banking system’s risk weight of 100 percent. Additionally, loss experiences 
indicate that some federally insured credit unions that have failed had mismanaged real estate 
portfolio and member business loan concentrations. The proposed rule addresses the 
concentration risk in these areas as required by the Federal Credit Union Act. 

• Related to small business lending (please provide reasoning if you believe the NCUA 
does not have the authority to provide regulatory relief), does the NCUA have the 
authority to allow loans on a 1-4 family dwelling to be excluded from loans counted 
toward the MBL statutory cap, even if the borrower does not use the dwelling as its 
primary dwelling, if the dwelling is used as such by any member of the credit union? 
(For example. Member X obtains a loan on a 1-4 family dwelling and rents it to another 
member who uses the dwelling as a primary residenee. That loan should not count 
toward the cap.) 
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NCUA lacks the authority to allow loans on a l-to-4 family dwelling to be excluded from the 
member business lending cap if the borrower does not use the dwelling as a primary residence, 
even if the dwelling is used as a primary residence by another credit union member. The Federal 
Credit Union Act provides that an extension of credit that is fully secured by a lien on a 1 -to-4 
family dwelling that is the primary residence of a member is exempt from the definition of 
member business loan. NCUA interprets this to mean the dwelling is the primary residence of 
the borrower. Legislative history of this provision supports this interpretation. 

• Does the NCUA have the authority to allow credit unions, which have a significant 
proportion of their loans in MBLs for the last five years, to qualify for an exemption 
from the cap under the “history of primarily making MBLs” provision of the Federal 
Credit Union Act? 

NCUA has the statutory authority to define if a credit union, which has had a significant 
proportion of its portfolio in member business loans for the last five years, has a history of 
primarily making member business loans and would therefore qualify for an exemption from the 
statutory cap. However, the current regulation defines credit unions that have a history of 
primarily making member business loans as credit unions that have either 25 percent of their 
outstanding loans in member business loans or member business loans comprise the largest 
portion of their loan portfolios, as evidenced by any Call Report or other document filed between 
1995 and 1998. The Call Report years noted in the definition reflect the time period leading up 
to the enactment of the Credit Union Membership Access Act of 1998, in which the “history of 
primarily making” standard was first included. Based on our interpretation of the 1998 law, the 
current definition focuses on a credit union’s historical behavior during the years leading up to 
the enactment of the Credit Union Membership Access Act, and seems to make the most logical 
sense from a timing perspective, 

• Does the NCUA have the authority to eliminate requirements related to construction 
and development loan limits, and the personal guarantee of a borrower, which are not 
required under the Federal Credit Union Act? 

Yes, NCUA does have the authority to eliminate regulatory provisions that are not required by 
statute, including requirements relating to construction and development loans and the personal 
guarantee of the borrower requirement. 
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House Financial Services Committee 
Hearing on Regulation and Supervision of Financial Institutions 
April 8, 2014 

Questions for Michael J. McKenna, NCUA General Counsel, from Congressman Robert 
Pittenger 

• Why has NCUA increased its overall budget size over the past seven years? During the 
past several years other agencies have had to tighten their belts, and it seems odd to see 
an agency not related to defense grow at six percent or more some years. Would NCUA 
please provide the committee with a detailed financial analysis supporting these 
increases over the seven-year period? 

In response to the recent financial crisis, NCUA’s budgets over the past several years have 
increased. The NCUA Board made several responsible policy changes, each of which affected 
NCUA’s budget needs. 

There were two significant policy changes impacting the budget. The first eliminated the 1 8- 
month exam cycle and replacing it with an annual exam cycle with CAMEL code 3, 4, and 5 
credit unions receiving even more frequent supervisory attention. The second had NCUA 
conduct annual insurance exams for state-chartered credit unions with a.ssets over $250 million 
in assets rather than the previous $500 million asset threshold. 

These new policies responded to material loss reviews by the independent NCUA Inspector 
General. The Inspector General’s postmortem analyses of credit union failures found serious 
threats had developed at credit unions between examinations under the previous 18-month exam 
cycle. Failures could have been prevented and losses would have been significantly reduced 
with timelier onsite visits to detect and address material issues earlier. 

These new policies required increased examiner hours, an expanded workforce needed to 
execute the necessary supervision tasks, and higher travel costs. However, the policy decisions 
worked as intended. NCUA minimized credit union failures and associated losses to the 
National Credit Union Share Insurance Fund. 

By taking these actions, NCUA protected surviving credit unions and their members from paying 
for higher losses. The total 2009-20 1 2 budget increase amount of $59.0 million prevented up to 
$1.1 billion in further losses credit unions would have had to pay for credit unions that were on 
the brink of failure. 

The share of assets held in credit unions with CAMEL code ratings of 3, 4 or 5 increased nearly 
fourfold from historical norms during the height of the crisis. At the same time, the need to 
provide increased supervision of troubled credit unions increased NCUA budgets and outlays. 
Specifically, during the crisis the share of natural-person credit union assets associated with 
troubled CAMEL code 4 and 5 ratings more than quadrupled over historical norms, to a high 
point of more than 5 percent of industry assets — ^more than $50 billion held in troubled credit 
unions. 
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Such combined failures could have overwhelmed the Share Insurance Fund and devastated the 
entire industry had NCUA not immediately dealt with the problems. NCUA enhanced 
supervision, while struggling credit unions stepped up and worked hard to improve their 
operating efficiencies. As a result of collective action by both the industry and regulators, 
coupled with a steady economic recovery, overall credit union metrics are improving today and 
the entire system is more resilient. 

Continued vigilance and supervision are necessary to help return as many troubled credit unions 
to higher CAMEL ratings as possible, and prevent future losses to the Share Insurance Fund. 
NCUA’s 2014 budget and those of recent years were a necessary means to accomplish the 
agency’s statutory mission and maintain consumer confidence in the credit union system. 

NCUA’s budgets reflect core strategic goals which are consistent year-over-year in the agency’s 
Strategic Plan. This plan focuses on maintaining a healthy credit union system and Share 
Insurance Fund to accomplish the agency’s statutoiy mission and ensure continued consumer 
confidence in the credit union system. 

During the expansionary economic cycle that occurred just before the recent recession, NCUA 
staff had decreased, even as the credit unions were growing in both size and complexity. 
Additionally, the NCUA budget remained essentially flat from 2001 to 2007. As the recent 
recession began and the number of troubled credit unions grew alanningly, NCUA increased its 
budget. It is worth noting that any budget savings credit unions derived from those pre- 
recessionary years were dwarfed by more than $900 million in actual natural-person credit union 
losses that surviving federally insured credit unions paid for through the Share Insurance Fund 
from 2008 to 2012. 

Looked at another way, for the last three years NCUA’s budget expressed as a share of industry 
assets has remained essentially flat at Just under $250 per $1 million of federally insured credit 
union assets. This ratio fell dramatically from $330 per $1 million in 2000 to a low point of 
$210 per $1 million. The chart below illustrates this point more clearly. 

NCUA Budget Per $1 Million in Credit Union System Assets 
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Because of the dire situation, and similar to FDIC and other regulators of financial institutions, 
NCUA was forced to increase its budget to deal with these critical issues. Financial regulatory 
budgets have tended to be counter-cyclical. That is, when the economic cycle turned down, 
financial regulators staffed up. These increases, although necessary, also compounded the 
financial burden on many credit unions as they were facing mounting charge-off losses and weak 
earnings. So, rather than implementing immediate large budget increases similar to actions taken 
by other financial institutions regulators (some over 80 percent per year), NCUA strategically 
spread out necessary budget increases over multiple years. This approach steadily rebuilt NCUA 
resources at a measured pace to help minimize the funding burden on credit unions during the 
recession. 

In addition, the NCUA Board has taken the approach that the budget is not intended to be strictly 
counter to economic cycles, thus only rising when crises occur. The Board is focused now on 
building optimum capacity when the economy and the industry is performing relatively well, in 
order to ensure long-term safety and soundness, and to keep pace with growing credit union 
complexity. By contrast, the counter-cyclical approach to reducing the budget during times of 
improved credit union performance would be like to laying off firefighters between fires. The 
NCUA Board’s approach is intended to ensure the necessary resources are in place before the 
next crisis, which puts NCUA in the best position to reduce the risk of major losses in the future. 

• While I am back in the district, I still hear a number of complaints about the 

examination process. Whether this is a community bank or credit union — both believe 
the examiners are out of touch and are only there to do harm. Would you please 
explain the NCUA examination appeals process? Also, why do credit unions feel the 
agency’s appeals process is inadequate and how many credit unions have been able to 
successfully appeal examiner decisions in the last year, last five years, and last seven 
years? Finally, how does the ombudsman function in terms of the examination 
process — especially in regards to representing the interests of credit unions? Would 
you please explain the NCUA examination appeals process? 

NCUA has a multi-level appeals process consisting of informal and formal appeals avenues. 
Because we believe many concerns can be efficiently and effectively addressed with additional 
communication, the purpose of our appeals structure is to encourage immediate dialogue with the 
individuals most closely associated with local credit unions. We encourage credit unions to 
discuss concerns openly with their examiners and supervisory examiners, and most concerns are 
successfully handled in this way. 

NCUA also realizes the importance of a formalized, independent appeals process for those 
instances where credit unions do not believe they are being adequately heard. Credit unions may 
therefore appeal formally in writing to their regional director within 30 days of receiving final 
reports. Upon receipt of an appeal, a regional director will conduct a review of the facts and 
respond formally in writing. 

Additionally, Congress enacted the Riegle Community Development and Regulatory 
Improvement Act (Riegle Act) in 1994.' Section 309 of the Riegle Act required, among other 


' See Public Law 103-325, §309(3), 108 Star 2160. 
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things, that NCUA and the federal banking agencies each establish an independent appellate 
process to review material supervisory determinations. Specifically, the Riegle Act required the 
NCUA to establish “an independent intra-agency review process for material supervisory 
determinations, appoint an Ombudsman, and develop an alternative dispute resolution program.” 
In response, the NCUA Board established a Supervisory Review Committee, created an 
Ombudsman position, and issued an alternative dispute resolution program policy statement' 

The Supervisory Review Committee is comprised of three independent members of the NCUA’s 
senior staff, as appointed by the Chairman. The committee reconsiders and makes 
recommendations on material supervisory determinations. Supervisory determinations are 
limited to: 

o Appeals of composite CAMEL ratings of 3, 4, and 5 and all component ratings of those 
composite ratings; 

o The adequacy of Allowance for Loan and Lease Loss funding determinations; and 
o Loan classifications on loans that are significant as determined by the appealing credit union. 

Credit unions may appeal Supervisory Review Committee decisions to the NCUA Board within 
30 days of receiving the Supervisory Review Committee’s decision. 

To protect credit unions from reprisals, NCUA has a zero-tolerance retaliation policy. 

Examiners may not take action against a credit union for using any formal or informal appeal 
channel. If a supervisor discovers an examiner retaliated with unreasonable action against a 
credit union, that examiner will face di.sciplinary action. In addition to the appeal information 
outlined above, credit unions are provided contact information for NCUA’s Office of General 
Counsel, Office of Examination and Insurance, and Office of the Inspector General as a part of 
every examination. Finally, NCUA has continuously maintained a zero-tolerance policy 
pertaining to retaliation. 

In 2012, after conducting nationwide Listening Sessions with stakeholders NCUA took 
additional steps to enhance credit union management access to informal appeals process. We 
made changes to the examination report to include direct access information for the examiner-in- 
charge, the field examiner, and the regional office for each credit union. We also placed field 
manager and examiner-in-charge contact information on the credit union online portal for each 
credit union. In addition, we changed the examination cover page to outline the steps and all 
options for the informal and formal appeals process, and incorporated those steps and contacts 
into the examination report cover documents. 

• Also, why do credit unions feci the agency’s appeals process is inadequate and how 
many credit unions have been able to successfully appeal examiner decisions in the last 
year, last five years, and last seven years? 


^ See 61 FR 11433-34 (March 20, 1996). Section 309(e) of the Riegle Act envisioned the use of alternative dispute resolution 
methods to resolve claims against insured credit unions for which NCUA has been appointed conservator or liquidating agent; 
actions taken by NCUA in its capacity as con^rvator or liquidating agent; and any other issue for which the NCUA Board 
determines that alternative dispute resolution would be appropriate. See NCUA Rules and Regulations at 12 CFR §709.8(c). 
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While we do not track the number of informal appeals resolved with credit unions, we know that 
very few are not able to be resolved at the lowest levels. 

Frequently, we receive indirect information that credit unions fail to appeal an examination issue 
because they fear retaliation. However, there is no evidence of retaliation, despite our continued 
outreach during the last several years to obtain more information about such concerns. We 
maintain a very aggressive communication expectation with our examiners and field supervisors. 
Our informal conflict management process encourages immediate communication and resolution 
at the earliest possible time and with the individuals with the greatest working relationship and 
institutional knowledge (the examiner-in-charge and field supervisor). We believe the vast 
majority of issues and concerns raised are resolved early in the process and before they become 
formal appeals. 

During the last year, NCUA’s Supervisory Review Committee has considered no appeals. For 
the last five years between 2010 and 2014, there have been seven appeals, and for the last seven 
years between 2008 and 2014, there have been eight appeals. None of the exam appeals have 
been decided in favor of the credit union. The years are based on the dates the examination 
appeal was received, not when the final decision was rendered. 

* Finally, how does the ombudsman function in terms of the examination process — 
especially in regards to representing the interests of credit unions? 

In a Board Action Memorandum approved by the NCUA Board on March 13, 1995, the Board 
established an Ombudsman position. In the memorandum, the Board stated that the Ombudsman 
position would be held by an existing NCUA employee appointed by the Chairman; the 
functions of the position would be collateral to the appointee’s cuirent duties; and the 
Ombudsman would report to the Board. In addition, the Board authorized the appointee to act 
independently of NCUA program functions and to have access to agency records. The Board 
further authorized the Ombudsman to keep confidential any information and material obtained as 
a result of investigating complaints. 

NCUA’s Ombudsman investigates complaints and recommends solutions. These complaints 
must relate to regulatory issues that cannot be resolved at the operationally at the regional level. 
The Ombudsman assists in resolving problems by helping the complainant to define options and 
by recommending actions to the parties involved, but the Ombudsman cannot at any time decide 
on matters in dispute or advocate the position of the complainant, NCUA or other parties. 

The Ombudsman does not handle any matter: 

o subject to formal review as set forth in NCUA regulations or NCUA interpretative rulings 
and policy statements; 

o involving an enforcement action where a notice of charges has been filed; 
o in litigation; 

o involving a conservatorship or liquidation; or 
o within the Inspector General’s jurisdiction. 
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The Ombudsman will make recommendations to appropriate agency officials for systemic 
changes to deal with recurring problems revealed through investigations. 
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House Financial Services Committee 
Hearing on Regulation and Supervision of Financial Institutions 
April 8, 2014 

Questions for Michael J. McKenna, NCUA General Counsel, from Congressman Mick 
Mulvaney 

• Mr. McKenna, I understand that the National Credit Union Administration (NCUA) 
releases audits, financial statements and data regarding its operating budget, the 
National Credit Union Share Insurance Fund (NCUSIF), Central Liquidity Facility 
(CLF), and the Temporary Corporate Credit Union Stabilization Fund (TCCUSF). 
These reports only show aggregated figures instead of line-by-line or other breakdowns 
of expenditures. In the interest of budget transparency, I am curious to know why 
NCUA releases only aggregate figures and not more specific, line by line details 
regarding these expenses? Would you please share a more detailed breakdown of the 
NCUA operating budget and above-referenced accounts with this Committee? 

NCUA formulates the agency’s Operating Budget using zero-based budgeting techniques in 
which every expense must be justified each year. The budget is formulated from input provided 
by NCUA program offices, vetted through the Executive Director, and presented to the NCUA 
Board for approval annually at the November open Board meeting. The Operating Budget is 
subsequently adjusted at the open Board meeting each July based on a mid-year financial 
analysis. Based on this analysis, funds may be returned to the credit unions in the form of 
reduced credit union assessments the following year. 

A portion of the Operating Budget is reimbursed from the National Credit Union Share Insurance 
Fund through the Overhead Transfer Rate. The share of the Operating Budget paid for by the 
Share Insurance Fund is also presented to the Board for approval at the open November Board 
meeting. 

The Temporary Corporate Credit Union Stabilization Fund follows a similar budget formulation 
and presentation process with its annual budget presented to the Board at the December open 
Board meeting. 

NCUA is committed to budget transparency. The annual budget, mid-year adjustment, and 
Overhead Transfer Rate are formally presented to the Board by Board Action Memorandums. 
The memorandums, as well as transcripts and videos of the open Board meetings, are available 
on at w'ww.ncua.gov . In addition, NCUA posts NCUA budget and supplemental material, 
providing additional budget detail. 

All of NCUA’s funds are included in the President’s Budget. The budget for the Central 
Liquidity Fund Budget is presented in the President’s Budget as part of the annual discretionary 
budget. 
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House Financial Services Committee 
Hearing on Regulation and Supervision of Financial Institutions 
April 8, 2014 

Questions for Michael J. McKenna, NCUA General Counsel, from Congressman Scott 
Garrett 

• I’m interested in the Agencies’ positions regarding the non-bank SIFI designation 
process. Specifically, are there rules, regulations or statutory language that restrict 
FSOC voting members (the Agencies’ principals) from meeting with firms that are 
under consideration for non-bank SIFI designation? Does the firm under consideration 
meet with the FSOC voting members, including Chair Yellen, Comptroller Curry, 
Chairman Gruenberg, and Chairman Matz before voting on a Notice of Proposed 
Designation (NPD) or is it after such a vote? It’s my understanding that the process, 
thus far, has not included an opportunity for a firm to make their case that they are not 
systemic to the FSOC voting members prior to the FSOC voting to designate a firm via 
a NPD. Do the Agencies support the opportunity for a firm to meet with FSOC voting 
members prior to a NPD vote, if the firm requests such opportunity? If not, please 
explain why any of the Agencies opposes the opportunity for a firm to meet with 
Agency principals prior to their vote on a NPD. 

Your first question asked if are there rules, regulations or statutory language that restrict FSOC 
voting members from meeting with Finns that are under consideration for a non-bank 
systemically important financial institution designation. There are no such restrictions. Member 
agencies are allowed to make their own determinations about meetings. Many member agencies 
have chosen to limit discussions with firms under Stage 3 consideration on topics related to 
designation. The purpose of these limitations is to ensure member agencies are receiving the 
same set of information. NCUA has followed this process. 

The designation process gives firms the opportunity for a hearing after the Notice of Proposed 
Designation and prior to a vote on designation. This timing is appropriate because after the 
Notice of Proposed Designation the firm is provided with the FSOC brief and therefore has an 
opportunity to discuss and rebut key arguments. 

Finally, you asked whether the Agencies would support the opportunity for a firm to meet with 
FSOC voting members prior to a NPD vote, if the firm requests such opportunity. NCUA 
believes the process is working effectively. A firm under consideration recently requested the 
opportunity to meet with the voting members. In order to maintain consistency with the process 
laid out in the rule, they decided to hold a joint meeting between the firm and the FSOC 
Deputies. This meeting provided the firm with an opportunity to make their key arguments in 
person. 
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House Financial Services Committee 
Hearing on Regulation and Supervision of Financial Institutions 
April 8, 2014 

Questions for Michael J. McKenna, NCUA General Counsel, from Congressman Michael 
Fitzpatrick 

• I hear a lot of concerns from credit unions about the NCUA budget. In 2014, the 

NCUA proposed a 6.7% budget increase over last year, and that this is at least the fifth 
year in a row that the agency’s budget has increased over 5%. This seems to be 
contrary to many areas in government where agencies are tightening their belts and 
facing cuts. It is my understanding that a majority of the budget is funded through 
assessments on credit unions, meaning that these budget increases are taking more 
money from institutions that might otherwise use it to make an auto loan or a home 
loan to a family who needs it. 

In order to better understand the agency’s budget and the need for these increases, 
please share with us line-by-line or other further detail breakdowns of the agency’s 
expenditures for both 2013 and 2014, including the operating budget and any funds 
under the agency’s control. Is this detailed information shared with credit unions, 
either at the time when the budget is released, or at the end of the year. If not, why 
not? Wouldn’t great transparency be a good thing when the agency is asking for 
increases? 

NCUA operates on a calendar-year basis for its budget and collects fees from federal credit 
unions with assets over $1 million to fund the agency’s operations. The NCUA Board sets these 
rates annually in an open meeting. NCUA uses the operating fees to pay the costs of regulating 
federal credit unions. For 2014, the Board approved an 1 8.4 percent decrease in the fee rate. 

The NCUA budget fulfills two statutory responsibilities. First, it protects the safety and 
soundness of the credit union system. Second, it seeks comparability in pay and benefits for 
NCUA employees compared with other federal financial services regulators. To ensure we have 
the resources needed to protect safety and soundness, we must follow a fundamental principle: 

As credit union assets grow, the NCUA budget needs to grow as well. In particular, as credit 
unions grow larger and more complex, exam hours to supervise credit unions will increase. In 
response to the 2008 financial crisis, the NCUA budget increased commensurately with credit 
union asset growth. That said the NCUA budget as a share of credit union assets is lower now 
than in the year 2000. 

NCUA takes the stewardship of its budget very seriously. The 20 1 4 budget reflects the demands 
of a $ 1 . 1 trillion industry, a changing regulatory environment, and our determination to fulfill 
NCUA’s mission while making prudent use of available resources. NCUA continues to properly 
compensate staff who keep NCUA running and keep credit unions safe and sound. We also need 
to achieve pay comparability with all federal financial agencies, so we can attract and retain 
qualified employees. While NCUA employees did not receive a base salary increase for the past 
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two or three years, the 20 14 budget reflects the compensation negotiated in NCUA’s current 
collective bargaining agreement. 

The NCUA Board approves the annual operating fund budget during the November open Board 
meeting each year. The Board revisits the budget in July when it makes adjustments based on 
actual year-to-date spending. Funds are often returned to the credit unions the following year in 
the form of reduced credit union assessments. 

All open Board meeting videos and transcripts are available at www.ncua.gov , including 
supplemental material about the NCUA Budget to provide greater transparency. Below is a 
summary of the 2013 budget, actual 2013 spending, and the 2014 Budget: 

Category 2013 2013 2014 

Budget Actual Budget 

Employee Pay and Benefits $ 1 83,60 1 ,304 
Travel 27,861,782 

Rent, Communications 

& Utilities 5,296,397 

Administrative 13,610,236 

Contracted Services 21,017,372 


Total $ 251,387,091 

Although the NCUA budget increased by 6.7 percent in 2014 over the prior year, for the last 
three years NCUA’s budget expressed as a share of industry assets has remained essentially flat 
at just under $250 per $1 million of federally insured credit union assets. This ratio fell 
dramatically from $330 per $1 million in 2000 to a low point of $210 per $1 million. The chart 
below illustrates this point more clearly. 

NCUA Budget Per SI Million 
in Credit Union System Assets 
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In addition, NCUA posts monthly highlights of its Operating Fund on its website. NCUA is 
committed to maintaining transparency in its budget and spending to remaining an effective 
steward of its resources. 
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Response to questions from the Honorable Scott Garrett 
by the Federal Deposit Insurance Corporation 


Ql: (FRB, CFPB, OCC, FDIC and NCUA regarding the nonbank SIFI designation 
process) 

I’m interested in the Agencies’ positions regarding the non-bank SIFI designation process. 
Specifically, are there rules, regulations, or statutory language that restrict FSOC voting 
members (the Agencies’ principals) from meeting with firms that are under consideration 
for non-bank SIFI designation? Does the firm under consideration meet with the FSOC 
voting members, including Chair Yellen, Comptroller Curry, Chairman Grucnberg, and 
Chairman Matz before voting on a Notice of Proposed Designation (NPD) or is it after such 
a vote? It’s my understanding that the process, thus far, has not included an opportunity 
for a firm to make their case that they are not systemic to the FSOC voting members prior 
to the FSOC voting to designate a firm via a NPD. Do the Agencies support the 
opportunity for a firm to meet with FSOC voting members prior to a NPD vote, if the firm 
requests such opportunity? If not, please explain why any of the Agencies opposes the 
opportunity for a firm to meet with Agency principals prior to their vote on a NPD. 

Al; The nonbank SIFI designation Rule and Guidance and the Dodd-Frank Act do not 
specifically address the issue of Council members meeting with a company prior to a vote for a 
proposed designation. The procedures outlined in the Rule and Guidance, adopted after two 
rounds of notice and public comment, ensure that all companies analyzed by the Council receive 
consistent treatment. In addition, the Council’s hearing procedures provide companies 
considered for SIFI designation with due process rights beyond what is prescribed in the Dodd- 
Frank Act. 

In the months prior to consideration of any vote for proposed designation, member agency staff 
conduct extensive analysis of the company and the capacity of the financial markets to 
successfully weather the company’s material distress or failure. This research draws from public 
sources and from information provided by the company’s regulators and the company itself. 
During this time, a company may have extensive contact with Council staff and an analytical 
team comprised of staff from various Council member agencies. Although not required by the 
statute, the Council welcomes meetings between company representatives and members of the 
analytical team to discuss details of the company’s operations and financing and to hear the 
company’s views, This research informs the development of the analytical memoranda the 
Council members use during deliberations. 

In addition to providing opportunities for extensive contact between a company being evaluated 
and the research staff, the Council has adopted hearing procedures, clarified in response to 
industry comment, to ensure that any company that wishes to contest a proposed designation can 
fully and fairly present its arguments to the Council, Any company that receives a proposed 
designation may request a written or oral hearing before the Council, and there is a presumption 
that a timely request for an oral hearing with be granted. The Council provides any company 
that has been proposed for designation with a document explaining the basis of the proposed 
designation to use when crafting its documentary evidence and exhibits for presentation to the 
Council. At any oral hearing, company representatives may present oral testimony or argument 
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and respond to questions. After an oral hearing, a company may submit additional written 
materials for seven days to supplement the material that was presented. 

Close adherence to the policies and procedures the Council has developed, with public and 
industry feedback, ensures that each company under consideration gets consistent treatment and 
that there is robust exchange of information throughout the designation process. 


Q2 addressed to the FRB 
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Response to questions from the Honorable Peter King 
by the Federal Deposit Insurance Corporation 


Ql: (FDIC, OCC and FRB on their proposed Liquidity Coverage Ratio rule) 

I am glad that representatives from the FDIC, OCC, and the Fed are all here today, 
because I would like you all to comment on the Liquidity Coverage Ratio proposal your 
agencies put out to comply with the Basel Committee’s requirements. I am particularly 
concerned about how the treatment of municipal securities and deposits wUl affect 
municipalities - including New York City and communities affected by Superstorm Sandy 
- which depend heavily on muni bonds to fund critical infrastructure. Can you explain 
why your agencies did not grant municipal bonds status as “High Quality Liquid Assets” 
(HQLA), despite the Basel Committee’s recommendation to do so? I understand that 
under your proposal corporate bonds and even sovereign debt were given HQLA 
treatment. Why is the debt of small nations whose sovereign securities are illiquid or even 
distressed, are treated as higher quality than securities from our own states and districts? 
Can you explain that decision? 

Al; The agencies have received many comments on this issue. As we develop a final rule, we 
will carefully consider the comment letters and data regarding the liquidity of municipal 
securities and their suitability for inclusion as HQLA. 

In developing the proposed rule, the banking agencies determined that there are many sound 
reasons why, absent an LCR, most banks currently do not include municipal securities in their 
liquidity pool. Due partly to the tax treatment of municipal securities, the investor base for 
municipal securities is skewed much more toward individual rather than institutional investors, 
transactions sizes are much smaller, and municipal securities are rarely used in repurchase 
transactions. Given this, as a general rule, most municipal securities lack a sufficiently deep and 
active secondary market and, as such, a firm would have difficulty selling or otherwise 
monetizing significant amounts of municipal securities in a liquidity crisis without realizing 
meaningful losses or causing significant dislocation in the municipal bond markets. This does 
not mean that firms are prohibited or in any way discouraged from investing in municipal 
securities. 

It is important to note that in the proposed rule, not all corporate bonds were accorded HQLA 
treatment. Only corporate debt that is determined to be liquid and readily marketable, 
investment grade, and that is issued by an entity whose obligations have a proven record as a 
reliable source of liquidity in repo or sales markets during stressed conditions is eligible for 
HQLA, Even then, in the proposals such corporate debt was limited to level 2B HQLA, which 
represents no more than IS percent of a covered company’s HQLA Amount. 

Foreign sovereign debt is eligible to be included in HQLA only in limited circumstances. The 
debt of small nations whose sovereign securities are illiquid or even distressed is not eligible for 
inclusion in HQLA. 

The proposed rule would allow unconditionally guaranteed foreign sovereign debt to be included 
in level 1 HQLA if it is assigned a 0 percent risk weight under the banking agencies’ capital 
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regulations, is liquid and readily marketable, and is issued by an entity whose obligations have a 
proven record as a reliable source of liquidity in repo or sales markets during stressed conditions 
is eligible for HQLA. Foreign sovereigns that have defaulted or whose securities are distressed 
would not be eligible for such treatment (see, e.g., 12 CFR §324.32), 

Foreign sovereign debt that is not assigned a 0 percent risk weighting but that is 
(i) unconditionally guaranteed by the sovereign, (ii) issued in the currency of the sovereign, and 
6ii) liquid and readily marketable may be used by a covered company for the limited purpose of 
offsetting a covered company’ s net cash outflows in the jurisdiction of the sovereign entity. 


Q2: Your agencies’ LCR proposal also treats municipal deposits as secured transactions 
under the rule which means they would be subject to a 100 percent unwind for purposes of 
the ratio calculation. I am concerned this will hamper municipalities’ ability to seek the 
banking services they need to make pay-roll and fund day-to-day activities. Can you 
comment on why these deposits were treated as secured transactions under the proposal? 

A2: The agencies have received many comments on this issue expressing similar concerns. 
After reviewing these comments, we recognize that the treatment of secured municipal deposits 
is unclear in the proposed rale. We will carefully consider the comments we have received on 
this issue as we develop a final rule. 


Q3 and 4 addressed to the NCUA 
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Response to questions from the Honorable Carolyn Maloney 
by the Federal Deposit Insurance Corporation 


Ql: (FRB,FDIC) 

In the letter that I, and 16 other Democrats, sent to the regulators on February 12, 2014, we 
stated that the right to vote on removing an investment manager in traditional, creditor- 
protective circumstances such as a material breach of contract should not, by itself, trigger 
an “ownership interest” under the Volckcr Rule. 

The industry has requested clarification on the scope of the voting rights prong of the 
“ownership interest” definition in several letters to the regulators as well. 

Despite the considerable time that the regulators devoted to the CLO issue, neither the 
Fed’s statement nor the regulators’ joint letter to Chairman Hensarling mentioned this 
voting rights issue. 

Do the agencies plan to clarify whether such traditional, creditor-protective voting rights 
would automatically trigger an “ownership interest” under the Volcker Rule? If so, when 
do the regulators plan on issuing this clarification? 

A1 : With respect to the CLO issues raised by industry, the agencies have carefully reviewed 
comments and data received from the banking and financial services industry and other 
interested parties, Based on discussions with, and data provided by, industry representatives, the 
agencies understand that CLOs issued after section 13 of the Bank Holding Company Act 
(Volcker Rule) became final contain only loans in the underlying exposures, making them 
compliant with the loan securitization exemption in the Volcker Rule and implementing 
regulations. It appears that the CLO market issuance in 2014 has been strong, and the banking 
organizations that reflect CLO holdings in their investment portfolios report an aggregate net 
unrealized gain as of December 3 1 , 201 3. In addition, the agencies understand that a large 
number of legacy CLOs consist solely of loans and would be compliant with the Volcker Rule. 

The agencies worked closely together to evaluate the implications for banks holding legacy 
CLOs containing non-loan assets and facing reinvestment period restrictions that would not 
comply with the Volcker Rule. After this extensive interagency review process, on April 7, 

2014, the Federal Reserve Board released a statement announcing the intent to grant two one- 
year extensions to the Volcker Rule conformance period for certain CLOs, which the agencies 
believe should address the majority of legacy CLOs that do not comply with the Volcker Rule. 
The agencies believe that the extended conformance period should allow many of the non- 
compliant legacy CLOs to mature or otherwise “roll off,” such as through investor calls, and 
should offer investment managers time to potentially change the underlying assets to loans, 
thereby bringing the CLOs into conformance. 

Given the extensive review outlined above; the overall strength of the CLO market; movement in 
the CLO market to conform further issuances to the Volcker Rule; and the April 7, 2014, 
statement by the Federal Reserve Board to allow for future extensions of the conformance period 
through My 21, 2017, we believe that the industry concerns regarding the investment 
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prohibitions in the Volcker Rule and implementing regulations have been substantially 
addressed. The definition of “ownership interest” aiqjlies to all types of covered funds; 
therefore, the agencies continue to review the suggestion to clarify the definition of “ownership 
interest” to fully understand the impact it might have on other types of covered funds. 

The agencies continue to review all outstanding issues concerning implementation of the Volcker 
Rule. Recently, the agencies issued an initial set of six Frequently Asked Questions to provide 
clarity to the industry in several areas regarding Volcker Rule implementation. 


Q2&3 addressed to FRB 
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Response to questions from the Honorable Patrick E. Murphy 
by the Federal Deposit Insurance Corporation 


Q1 addressed to CFPB 


Q2: (FDIC and NCUA) 

Mr. Osterman and Ms. Friend, Operation Chokepoint was designed to go after unlawful 
short-term lenders. I strongly support efforts to protect Floridians from predatory, illegal 
lenders. However, I’m hearing from banks that they are dumping legitimate, lawfully 
operating short-dollar tenders due to reputational risk. While reputational risk is an 
extremely important consideration for the health and well-being of a financial institution, 
the consequence of an overly broad reputational risk determination would have the impact 
of completely putting an end to low-dollar short-term loans. Without access to banking 
services, the short term, low dollar loan industry is done. 

Not only will that undermine the good work that my state has done in regulating this 
industry, it will assume the authority, given by Congress to CFPB, which is taking a 
comprehensive, thoughtful approach. If financial regulators, under the guise of 
reputational risk, assume jurisdiction over short-term loans and effectively eliminate the 
product, it will cost Floridians both their hard-earned protections and their access to this 
type of credit. 

• Is the agency intending to cut off banking services from low dollar lenders? 

• Is the agency intending to shut down payday lending? 

• If not, how are examiners working to protect institutions from reputational risk 
without assuming Jurisdiction via enforcement and restricting access to short-term 
credit? 

A2; The FDIC's 2007 Affordable Small-Dollar Loan Guidelines^ and the 2013 Guidance on 
Supervisory Concerns and Expectations Regarding Deposit Advance Products^ encourage 
insured institutions to offer smail-dollar loan products that have affordable, reasonable interest 
rates with no or low fees, and pasnnents that reduce the principal balance of the loan. When 
structured properly, smail-dollar loans can provide a safe and affordable means for borrowers to 
transition away from reliance on high-cost debt products. A number of banks are currently 
offering such smail-dollar loans to their customers, and the FDIC encourages banks to continue 
to offer these products, consistent with safety and soundness and other supervisory 
considerations. 

The FDIC’s supervisory efforts include raising awareness of the risks that may be associated 
with third-party payment processors and businesses engaged in higher-risk activities so that 


' The Affordable Small Dollar Loan Guidelines was issued June 1 9, 2007 via FIL-50-2007, and can be accessed at 
htto://www.fdic.gov/news/news/finaiicial/2007/fil07050.htm l. 

^ The Guidance on Supervisory Concerns and Expectations Regarding Deposit A dvance Products was issued 
November 21, 2013 and announced through press release PR-105-2013, and can be accessed at 
http://www.fdic.gov/news/news/press/20 1 3/Dr 1 3 1 05.html . 
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institutions can take appropriate, prudent actions to mitigate such risks. In order to clarify our 
supervisory approach, the FDIC issued a Financial Institution Letter (FIL) on September 27, 
2013 fFIL-43-2013 '1 titled, FDIC Supervisory Approach to Payment Processing Relationships 
With Merchant Customers That Engage in Higher-Risk Activities,^ to banks we supervise to 
make it clear that the focus of FDIC examinations is to assess whether financial institutions are 
adequately overseeing activities and transactions that they process and appropriately managing 
and mitigating potential risks. Examiners conduct reviews to ensure that institutions perform the 
due diligence and monitoring necessary to mitigate risks presented by these higher-risk 
relationships. The FIL indicates that financial institutions that properly manage these 
relationships and risks are neither prohibited nor discouraged from providing payment 
processing services to customers operating in compliance with applicable federal and state law. 
Financial institutions that are operating with the appropriate systems and controls will not be 
criticized for providing payment processing services to businesses operating with applicable law. 
Ultimately, it is bank management’s decision as to what products and services to offer 
customers, as long as it does so in a safe and sound manner and in compliance with applicable 
law. 


Q3: (FDIC) 

Mr. Osterman, more than 5 years after the financial crisis, proper safeguards are 
absolutely necessary to preserve the stability of our financial system. As a small business 
owner, 1 know and appreciate that regulation carries a cost and that even the best-intended 
regulatory intentions can have unnecessary, unintended consequences. The biggest banks 
earned this additional burden, which can be absorbed and budgeted. But for smaller 
lenders like community banks and credit unions, new compbance costs can be prohibitive. 
Community banks are hiring, but far too often, they arc hiring compliance officers, which 
do little to pump capital into the community so small businesses can grow and create Jobs. 
Perhaps relatedly, FDIC has only approved deposit insurance for one new bank since 2010, 
leading some to question whether there is a place for community banks in the twenty-first 
century. 

What is FDIC doing to maintain a proper balance between the actual risk of the smallest 
institutions and the community banking sector as a whole and a relatively steep regulatory 
burden? 

A3: The Community Banking Study that the FDIC published in December 2012“* provided a 
number of insights into community banks’ critical role in providing banking services. As 
defined by the Study, community banks accounted for just 14 percent of the U.S. banking assets 
in our nation, but held 46 percent of all the small loans to businesses and fanns made by FDIC- 
insured institutions. While their share of total deposits has declined over time, community banks 
still hold the majority of bank deposits in rural and micropolitan counties.* The Study showed 
that in 629 U.S. counties (or almost one-fifth of all U.S. counties), the only banking offices 
operated by FDIC-insured institutions at year-end 201 1 were those operated by community 


’ FIL-43-2013 can be accessed at http://www.fdic.gov/news/news/fmancial/2013/fill3043.pdf . 

^ The Community Banking Study is available at; http://www.fdic.gov/regulatiQns/resources/cbi/report/cbi-fnll.pdf 
^ The 3,238 U.S. counties in 2010 included 694 micropolitan counties centered on an urban core with population 
between 10,000 and 50,000 people and 1,376 niral counties with populations less than 10,000 people. 



620 


banks. Without community banks, many rural areas, small towns, and urban neighborhoods 
would have little or no physical access to mainstream banking services. 

The FDIC has implemented a number of initiatives to help community banks understand and 
comply with new rules and to help address any potential burden. The FDIC’s Advisory 
Committee on Community Banking provides us with advice and gtiidance on a broad range of 
policy issues impacting community banks. The Committee, which is composed of community 
bankers from across the country, has provided valuable input on examination policies and 
procedures, lending practices, deposit insurance assessments, insurance coverage issues, 
regulatory compliance matters, and obstacles to the continued growth and ability to extend 
financial services in their local markets 

Additionally, the FDIC has significantly increased the amount of technical assistance and 
resources available to community banks, several of which are described below. 

• 'The Directors ’ Resource Center, * available through the FDIC’ s website, is dedicated to 
providing useful information and resources for directors and officers of FDIC-insured 
institutions. 

• In 2013, the FDIC issued a series of 19 in-depth educational videos for directors, officers 
and employees on supervisory matters. We also published a brochure for bankers on how 
to receive technical assistance for managing consumer compliance responsibilities. 

• Additionally, the FDIC provides technical assistance for significant rulemakings. In 
2013, we released a Capital Estimation Tool, developed the Expanded Community Bank 
Guide, and posted videos on our website to help community banks understand the 
potential impact of the Regulatory Capital Interim Final Rule.^ 

• Our Regulatory Calendar, accessed through the Directors ’ Resource Center, is updated 
regularly to alert stakeholders to critical information related to changes in federal banking 
laws and regulations, as well as notices for training opportunities such as banker 
conference calls. 

• In response to banker feedback, the FDIC implemented web-based tools in 2013 that 
generate more efficient pre-examination information request lists for our Safety and 
Soundness and Consumer Protection examinations that are tailored to a specific 
institution’s operations and business lines. 

• Our Financial Institution Letters providing guidance to the industry highlight the Letters’ 
applicability to banks under $1 billion in asset size so bankers know right away whether 
it is targeted to their institutions. 


‘ The Directors Resource Center is accessible at; httD://www.fdic.gov/regulatiQns/resources/director/ . 

’ Technical assistance relative to the capital rules is available at httD://www.fdic.aov/regulation.s/capital/ . 
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• The FDIC Quarteriy Banking Profile* was recently expanded to include a new section on 
the performance of community banks to provide a deeper understanding of this important 
part of the banking industry. 

Furthermore, we expect the reforms in the Dodd-Frank Act will do much to promote a more 
competitive balance between small and large institutions by strengthening the prudential 
regulatory framework for large systemically important financial companies. 


The Quarterly Banking Profile is available at httD://www2.fdic.gov/abp/abpSelect.asD?menuItem=O BP. 



622 


Response to questions from the Honorable Gwen Moore 
by the Federal Deposit Insurance Corporation 


Ql: (FDICandFRB) 

On September 28, 2014, 1 was one of several Democrats that wrote Chairman Gruenberg to 
gain clarification regarding FDIC handling of bank examinations that do business with 
third-party processors and online non-bank lenders. I would appreciate further 
explanation of what your agencies are doing to coordinate with the Consumer Financial 
Protection Bureau to ensure a consistent regulatory regime of these products, given that 
the CFPB was given jurisdiction for these products under Dodd-Frank. I absolutely 
support the elimination of bad actors and unscrupulous practices that threaten the safety 
and soundness of banks, but I continue to believe that it is important for your agencies to 
work with the CFPB as not to preempt their jurisdiction over these products and to permit 
them to be lawfully offered consistent with CFPB regulations. 

Al: A key priority for the FDIC is ensuring effective coordination and consistent enforcement 
of laws and regulations with other regulators, including the Consumer Financial Protection 
Bureau (CFPB). In consultation with the prudential regulators, the CFPB has primary 
rulewriting and interpretive authority regarding most consumer financial protection laws. The 
FDIC and the federal prudential regulators have a Memorandum of Understanding in place with 
the CFPB to coordinate supervisory activities that establishes practices for scheduling 
examinations, conducting simultaneous examinations, and sharing supervisory information. The 
FDIC’s guidance for banks establishing account relationships with third-party payment 
processors is focused on risk management principles that banks should follow with respect to 
these accounts, including effective due diligence and underwriting and ongoing monitoring. The 
FDIC’s examination focus is on assessing whether financial institutions are adequately 
overseeing activities and transactions that they process and appropriately managing and 
mitigating risks. Financial institutions that have appropriate systems and controls will not be 
criticized for providing payment processing services to businesses operating in compliance with 
applicable law. 


Q2 addressed to FRB and OCC 
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Response to questions from the Honorable Kyrsten Sinema 
by the Federal Deposit Insurance Corporation 


Ql: (FDIC and OCC) 

It is my understanding that Operation Choke Point is intended to eliminate fraud and 
illegal transactions from our nation’s payment system. However, it has come to my 
attention that an online lead marketplace based in my district has been forced to lay off 
employees as a direct result of Operation Choke Point. What is being done to ensure that 
regulators are effectively eliminating predatory actors who are breaking existing laws and 
not unintentionally harming legitimate, lawful businesses? 

A1 ; As primary regulator of state-chartered financial institutions that are not members of the 
Federal Reserve System, the FDIC is responsible for supervising these institutions for safety and 
soundness and for compliance with consumer protection laws, the Bank Secrecy Act, and 
information technology requirements. 

The FDIC’s guidance for banks establishing account relationships with third-party payment 
processors is focused on risk management principles that banks should follow with respect to 
these accounts, including effective due diligence and underwriting and ongoing monitoring. The 
FDIC’s examination focus is on assessing whether financial institutions are adequately 
overseeing activities and transactions that they process and appropriately managing and 
mitigating risks. Financial institutions that have appropriate systems and controls will not be 
criticized for providing payment processing services to businesses operating in compliance with 
applicable law. 

In order to clarify our supervisory approach, the FDIC issued a Financial Institution Letter (FIL) 
on September 27, 2013 (' FIL-43-2013') titled, FDIC Supervisory Approach to Payment 
Processing Relationships With Merchant Customers That Engage in Higher-Risk Activities,^ to 
banks we supervise to make it clear that the focus of FDIC examinations is to assess whether 
financial institutions are adequately overseeing activities and transactions they process and 
appropriately managing and mitigating related risks. The FIL indicates that financial institutions 
that properly manage these relationships and risks are neither prohibited nor discouraged from 
providing payment processing services to customers operating in compliance with applicable 
federal and state law. Financial institutions that are operating with the appropriate systems and 
controls will not be criticized for providing payment processing services to businesses operating 
with applicable law. Ultimately, it is bank management’s decision as to what products and 
services to offer customers, as long as it does so in a safe and sound manner and in compliance 
with applicable law. 


Q2 addressed to CFPB 


' FIL-43-2013 can be accessed at httD://www.fdic.gov/news/news/Financial/2013/fill3043.pdf . 
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